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1 INTRODUCTION

2

3

4

5

Please state your name, occupation, and business address for the record.

My name is Marylee Diaz Cortez. I am a Certified Public Accountant

employed by the Residential Utility Consumer Office (RUCO) 1110 w.

Washington, Phoenix, Arizona. My title is Chief of Accounting and Rates.

6

7 Have you previously filed testimony in this docket.

8 No.

9

10

11

12

What is the purpose of your testimony in this docket?

The purpose of my testimony is to discuss from a policy standpoint why

the Commission should modify the position it took in Decision No. 69664

13

14

15

16

17

18

as it pertained to Gold Canyon Sewer Company's (Gold Canyon) capital

structure, weighted cost of capital and the issue of plant excess capacity.

The testimony of William A. Rigsby supports the factual basis for RUCO's

recommended capital structure and weighted cost of capital and the

testimony of Rodney L. Moore supports the factual basis for RUCO's

recommendation regarding plant excess capacity.

19

A.

A.

Q.

A.

Q.

Q.

1
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1 REGULATORY STANDARD FOR FAIR AND REASONABLE RATES

2 What is the overall regulatory standard used in Arizona to establish public

3 utility ra te s ?

4

5

6

The regulatory standard is that there must be a balancing of the interests

of the utility and its ratepayers in order to determine fair and reasonable

1'8t€$_1

7

8 Did Decision No. 69664 adequately balance the interests of shareholders

9

10

11

and ratepayers?

No, I do not believe so. Decision No. 69664 authorized a 72.02 percent

increase, which was biased in favor of the Gold Canyon's shareholders.

12

13

14

W hy do you bel ieve Decision No. 69664 was biased in favor of

shareholders?

15

16

17

There were two issues in particular (both of which had a material impact

on the required rate increase) that Decision No. 69664 ruled decidedly in

the favor of the Company, despite substantial evidence that such a ruling

18 would be unfair to ratepayers.

19

20

21

A.

1 Arizona Community Assoeiation v. Arizona Corporation Commission v. Arizona Public Service, 123Ariz.
228, 231, 599 P.2d 184, 187 (Supreme Court, 1979), Arizona Corporation Commission v. State ex. rel.
Woods, 171 Ariz.286, 290,830 P. 2d. 807, 811 (SupremeCourt, 1992).

A.

Q.

Q.

A.

Q.
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What were these two issues?

The two issues were: 1) the appropriate capital structure and weighted

cost of capital and, 2) who should be required to pay for capacity built to

serve future customers and when the cost of such excess capacity should

be recovered. On both of these issues Decision No. 69664 ruled in favor

of the position that rendered the highest revenue requirement, and that

accordingly was most advantageous to Gold Canyon Sewer shareholders

9 CAPITAL STRUCTURE AND WEIGHTED COST OF CAPITAL

Please discuss the capital structure/weighted cost of capital issue

Gold Canyon Sewer has an actual capital structure that is comprised of

100 percent equity, which renders the highest weighted cost of capital

possible. Financing a public utility (after its start-up stage) with nothing

but high cost equity is imprudent

Under utility regulation aren't imprudent actions on the part of the utility

disallowed by the regulator in order to protect ratepayers from high rates

that result from poor management decisions?

Yes, generally that is case. However, in this instance a decision was

made to allow the cost of an imprudent capital structure, thereby requiring

ratepayers to bear the cost of the poor management decision to maintain

the all-equity capital structure
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Is this a good message to send to the regulated public utility industry in

Arizona?

No. In general, it is bad public policy to encourage and condone poor

management decisions made by regulated utilities and to force captive

customers to pay for imprudent management decisions. Further, Decision

No. 69664 sends a message that utilities will be rewarded with higher

rates when they set up imprudent capital structures

g

10

Is a hypothetical capital structure, as proposed by RUCO in this case, an

extraordinary ratemaking concept?

No. Use of hypothetical capital structures to balance the interest of

shareholders and ratepayers is no different than any other proforma

adjustment that the Commission considers routinely in a rate case. In

both cases. the Commission sets rates based not on the actual data

Q.

reflected in the utility's books and records, but based on more prudent

levels of costs. It has been quite common in Arizona for the Commission

to utilize hypothetical capital structures when a utility's actual equity is so

low that use of the actual capital structure will result in an unacceptable

low return to the shareholders. The situation is merely the converse here

where the shareholders will be allowed unreasonable profits at ratepayer

expense if the actual, equity-heavy, capital structure is used to set rates
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1

2

Typically, what is the accepted regulatory solution when a utility's capital

structure is imbalanced?

3

4

5

6

7

8

Use of a hypothetical capital structure is the regulatory tool commonly

used to adjust any inequities that result between ratepayer and

shareholder interests when an unbalanced capital structure exists. This is

entirely consistent and appropriate under the regulatory requirement to

balance ratepayer and shareholder interests to determine fair and

reasonable rates, and accordingly, should be adopted here.

9

10 PLANT BUILT FOR FUTURE CUSTOMERS u-l EXCESS CAPACITY

11

12

13

14

15

Please discuss the excess capacity issue.

The rates requested in Gold Canyon's rate application included 100

percent of the cost of Gold Canyon's recent wastewater treatment plant

expansion. Decision No. 69664 authorized recovery of 100 percent of

this plant, and as a result failed to adequately balance the interests of

16 ratepayers and shareholders.

17

18 Please explain.

19

20

21

Evidence was put on the record showing that Gold Canyon's wastewater

treatment plant expansion was built in part to serve existing test year

customers and also in part to serve future customers, based on growth

22 projections.

23

A.

A.

Q.

Q.

A.

Q.
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1

2

3

4

5

6

Is it normal for a business entity, whether regulated or not regulated, to

expand its capacity prior to actually having an immediate use for the

incremental capacity?

Yes, it is a typical business practice to plan ahead for growth. If an

enterprise expects to grow and expand it must plan ahead for such

growth.

7

8

9

In a non-regulated enterprise, would that entity expect to immediately

recover incremental investment it had made in anticipation of increased

10 sales?

11

12

13

14

No. Non-regulated enterprises would not expect to be able to raise the

price of their existing product to recover costs invested to generate future

growth in output. Competitive pressures would not allow a non-regulated

enterprise to recover the cost of investment made to accommodate a

15 future sales level.

16

17

18

19

20

21

22

23

Please provide an example.

Assume XYZ Company builds two different models of cars - the X Car

and the Y Car. Management decides it desires to increase its sales by

adding a third model - the Z Car - that will appeal to a market segment not

targeted by the X and Y Cars. In 2007 XYZ Company invests $100 million

in a production plant that will eventually build the Z Car. The first Z Car

however, will not roll off the assembly line until 2010. XYZ Company

A.

A.

Q.

A.

Q.

Q.

6
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1

2

3

cannot increase the price of its Model X and Model Y cars in 2007 to begin

recovering its $100 million investment in the Z Car. Competition will not

allow it to do so. Likewise, Gold Canyon's rates would not be reasonable

4

5

6

if the Company were allowed to charge existing customers (x Car and Y

Car buyers) for investment made to serve future customers (Z Car

buyers).

7

8

9

10

In your example, even if XYZ Company's investment in the Z Car plant

turns out to be prudent (customers do in fact begin to purchase Z Cars),

does that mean the Company can recover its investment prior to

12

13

producing the Z Car?

No. Simply because an investment may ultimately prove to be prudent

(i.e. profitable) does not mean that that investment must or should be

14

15

16

17

recovered immediately. Likewise, the fact that RUCO believes that Gold

Canyon's investment in the additional wastewater treatment capacity was

prudent does not mean that it must begin recovering that investment prior

to the arrival of the customers that will use the additional plant.

18

19

20

If the Commission were to exclude the excess capacity from rates until

such time as it was utilized would that result in utilities failing to build for

21 the future?

22 A. No. First, a regulated utility has an obligation to serve, which is part of the

23 regulatory compact that a public service company enters into in exchange

Vu

A.

Q.

Q.

7
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1

2

for an exclusive service territory. Second, the nature of investment is such

that returns are not realized immediately. Third, there is inherent risk in all

3

4

5

6

investment. In my example, XYZ Company has a risk that its $100 million

investment in the Z Car plant may never be recovered if no one buys the

output of that plant (i.e. the Z Car). In Gold Canyon's case it likewise

should bear the risk that it may never recover the investment it made in

7 the additional capacity, in the event growth does not materialize.

8

9 Does Decision No. 69664 shift that investment risk from shareholders to

10

11

12

13

14

15

16

ratepayers?

Yes. Because Decision No. 69664 allows recovery of 100 percent of the

wastewater treatment plant expansion from the existing customer base,

the Company is at no risk of recovery if the anticipated growth does not

occur. Instead this risk is shifted to the existing ratepayers. This does not

result in a fair balancing of the interests of shareholders and ratepayers,

but rather is biased against ratepayers.

17

18

19

20

21

22

23

If Decision No. 69664 were modified to exclude the portion of the plant

expansion related to future customers, would the Company be left

unwhole for its investment in the treatment plant expansion?

No. Exclusion of the excess capacity in current rates merely changes

from whom the costs are recovered and when. When growth actually

occurs, the full amount of the investment found at that time to be prudent

A.

A.

Q.

Q.

8
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1

2

3

4

5

6

7 Thus, once new customers

8

9

would receive rate base treatment and rate recovery. RUCO has also

recommended that any excess capacity disallowances in this case carry

with it an accounting order that would allow the Company to eventually

recover any depreciation expense that accrued on the excess capacity

prior to the time it was placed in rate base. This would be accomplished

through a deferral accounting order and eventual amortization when the

capacity becomes used and useful.

materialize and the excess portions of the plant are placed in rate base,

the Company would be made whole.

10

CONCLUSION

12

13

14

15

16

17

18

19

What changes are you recommending for Decision No. 696647

I recommend that the Commission take this opportunity and rebalance

Decision No. 69664 to better address the ratepayers' interests pertaining

to the imprudent capital structure issue and the inequities inherent in

burdening current ratepayers with the costs incurred to serve future

customers (excess capacity). The specific adjustments necessary to

achieve this rebalancing are detailed in the testimonies Mr. Rigsby and

Mr. Moore. In addition, Mr. Moore discusses how the modifications would
I

20 impact customers' bills.

2 As discussed in RUCO witness Rodney L. Moore's rehearing testimony, RUCO is not
recommending disallowance of all of the plant capacity that exceeded test year requirements.
RUCO recognizes that a utility should have some reserve margin. In this case, RUCO proposes
a reserve margin for three years of projected growth beyond the test year. RUCO's excess
capacity adjustment would only disallow the capacity beyond what is necessary to serve growth
after 2008.

9

w

A.

Q.

\
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1 INTRODUCTION

2

3

4

5

Please state your name, occupation, and business address.

My name is William A. Rigsby. I am a Public Utilities Analyst V employed

by the Residential Utility Consumer Off ice ("RUCO") located at 1110 w.

Washington, Suite 220, Phoenix, Arizona 85007.

6

7

8

9

10

11

12

13

14

Have you filed any prior testimony in this case on behalf of RUCO?

Yes I have. On June 16, 2006, I filed direct testimony (Attachment 1) with

the Arizona Corporation Commission ("ACC" or "Commission") on Gold

Canyon Sewer Company's ("Gold Canyon" or "Company") application

requesting a permanent rate increase. My direct testimony addressed the

cost of capital issues associated with Gold Canyon's request for rate relief.

On August 30, 2006, l f iled surrebuttal testimony (Attachment 2) which

defended RUCO's positions on the cost of capital issues in the case.

15

16

17

18

19

Please describe your qualif ications in the f ield of utilities regulation and

your educational background.

Appendix 1 of my direct testimony describes my educational background

and also includes a list of the rate cases and regulatory matters that I have

20 been involved with.

21

22

23

A.

A.

A.

Q.

Q.

Q.

1
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1

2

Please provide the procedural background on this proceeding.

On June 27, 2007, the Commission issued Decision No. 69664, which

3

4

5

6

7

8

9

10

11

12

13

14

15

granted a 72.02 percent increase in rates for Gold Canyon. On July 18,

2007, RUCO filed an application for rehearing of Decision No. 69664. On

August 1,  2007, four of  the f ive ACC Commissioners voted to grant

RUCO's request  f or a  rehearing during a  regular ly  scheduled sta f f

meeting. On September 5, 2007, a procedural conference was held at the

ACC's Phoenix of f ice, to discuss the possible dates for a hearing and

other procedural issues. The parties to the case (i.e. RUCO, ACC Staff

and the Company) agreed that  RUCO should f i le  rehearing (d irect)

testimony on Friday, September 28, 2007, to be followed by a round of

responsive test imony f rom the Company and ACC Staf f  on Fr iday,

October 26, 2007. The rehearing in the matter has been scheduled for

Tuesday, November 13, 2007 at the Commission's Phoenix Office at 1200

w. Washington.

16

17

18

19

20

21

Please state the purpose of your rehearing testimony.

The purpose of my rehearing testimony is to explain why the Commission

shou ld  mod i f y  Dec is ion  No.  69664 wi th  respect  to  Go ld  Canyon 's

authorized capital structure and weighted cost of capital that RUCO had

previously recommended for Gold Canyon.

22

23

A.

Q.

A.

Q.

2
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1

2

3

4

5

6

7

Will your rehearing testimony also address the excess capacity issue that

you noted above?

No. The issue of excess capacity will be addressed in the rehearing

testimony of RUCO witness Rodney L. Moore. Marylee Diaz Cortez, CPA,

RUCO's Chief of Accounting and Rates, will also provide testimony on the

policy implications of RUCO's recommendations on excess capacity,

capital structure and related cost of capital.

8

9

10

11

12

Did you appear as an expert witness during the evidentiary hearing on

Gold Canyon's request for rate relief?

Yes I did. During the evidentiary hearing, which was held at the ACC's

Phoenix office in November and December of 2006, I was cross examined

13

14

15

16

17

18

19

20

21

22

by the Company's legal counsel on my capital structure and related cost of

capital recommendations for Gold Canyon. In addition to the evidentiary

hearing, I was present at the ACC's Regular Open Meeting on June 26

and 27, 2007, when the Commission rejected a proposed amendment

from Commissioner Kristin Mayes (Attachment 3) that would have adopted

RUCO's recommended capital structure and recommended rate of return

for Gold Canyon by a vote of  three to two. I was also present at the

August 1, 2007 staff meeting when four of the f ive ACC Commissioners

voted to grant RUCO's request for a rehearing (contained in RUCO's

Application for Rehearing filed on July 18, 2007), which reopened the Gold

A.

A.

Q.

Q.

3
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1

2

Canyon proceeding to reconsider the excess capacity, capital structure

and related cost of capital aspects of Decision No. 69664.
4

3

4

5 I

6

7

8

9

10

11

12

Please summarize your recommendations in this proceeding.

am recommending that the Commission adopt a hypothetical capital

structure comprised of 40 percent debt and 60 percent common equity for

Gold Canyon. I am also recommending that the Commission adopt my

recommended cost of debt of 8.45 percent, and my recommended cost of

common equi ty o f  8 .60 percent . My recommendat ions produce a

weighted cost of capital of 8.54 percent, which is the rate of return that

Gold Canyon wil l  earn on its invested capital. These are the same

recommendations that I made in my surrebuttal testimony filed in August

13 2006.

14

15

16

17

18

19

20

21

22

23

A.

Q.

A.

Q.

How is your rehearing testimony organized?

My rehearing testimony contains five parts: the introduction that I have just

presented, a detailed summary of RUCO's capital structure

recommendations and the weighted cost of capital that results from it, a

discussion of the concept of  capital structure and how it relates to the

rate raking process, a section on the rationale behind the capital structure

that  l  am recommending for Gold Canyon,  and,  a  f ina l  sect ion that

responds to  the  Company and ACC Sta f f ' s  a rguments  aga inst  my

recommended capital st ructure (which were presented dur ing the
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1

2

Commissioner 's Open Meet ing d iscussion on Commissioner Krist in

Mayes' proposed amendment cited earlier).

3

4 SUMMARY OF RU¢0*$ COST OF CAPITAL RECOMMENDATIONS

5

6

7

What capital structure are you recommending for Gold Canyon?

I am recommending that the Commission adopt a hypothetical capital

structure comprised of 40 percent debt and 60 percent common equity for

8 Company-proposed actual capital

9

Go ld  Canyon  as  opposed  to  t he

structure comprised of 100 percent common equity.

10

11 Is this the same capital structure that you recommended during the Gold

12

13

14

15

Canyon rate case proceeding?

Yes it  is. I have not made any changes to the capital structure that I

recommended in both my direct and surrebuttal testimonies which were

introduced into evidence during the Gold Canyon rate case proceeding.

16

17

18

19

What costs of debt and equity do you recommend?

I am recommending a hypothetical cost of debt of 8.45 percent, and a cost

of common equity of 8.60 percent.

20

21

22

23

A.

A.

Q.

Q.

A.

Q.
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1 Have you made any changes to your recommended costs of  debt and

2

3

4

common equity?

No, I have not. The recommended costs of debt and common equity that I

cited above are the same updated recommendations that I made in my

5 surrebuttal testimony.

6

7

8

9

10

11

12

What is the weighted cost of capital that results from your recommended

capital structure?

My recommended capital structure produces a weighted cost of capital of

8.54 percent. This is the weighted cost of capital that results when my

recommended 8.45 percent cost of debt and my recommended 8.60

percent cost of common equity (presented in my surrebuttal testimony) are

taken into consideration. The calculation is as follows:13

14

DESCRIPTION
CAPITAL
RATIO COST

WEIGHTED
COST

DEBT 40.00% 8.45% 3.38%

COMMON EQUITY 60.00% 8.60% 5.16%

TOTAL CAPITALIZATION 100.00%

WEIGHTED COST OF CAPITAL 8.54%

15

16

17

18

As seen in the schedule above, the percentages of debt and equity are

multiplied by their respective costs to arrive at an 8.54 percent weighted

cost of capital. This 8.54 percent weighted cost of capital is the rate of

A.

A.

Q.

Q.

6

L E
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1

2

return that Gold Canyon would earn on the Company's invested capital

under my recommendations.

3

4 THE CONCEPT OF CAPITAL STRUCTURE

5

6

7

8

9

10

11

12

Please provide a brief explanation of the concept of capital structure and

how it relates to the ratemaking process.

Simply stated, a firm's capital structure is the percentage of debt and the

percentage of equity used to finance assets that will generate revenues for

the firm over its normal course of business. The weighted cost of each of

the individual costs associated with the f irm's debt and equity capital

(contained in the capital structure) represents the firm's cost of money or

its cost of  capital. This is true for f irms that operate in a competit ive

13 environment as well as for investor owned utilities such as the ones that

14 are regulated by the ACC.

15

16

17

Is the information used to develop a capital structure presented in a firm's

financial statements, such as its balance sheet or income statement?

18

19

Yes. The information used to develop a capital structure can be found on

a firm's balance sheet. Information on a firm's assets can be found on the

20 left-hand side of the balance sheet, while the firm's liabilities (i.e. short-
r

21

22

23

term and/or long-term debt) and shareholder equity (i.e. common and/or

preferred stock or paid-in-capital), which financed the firm's assets, can be

found on the right-hand side of the balance sheet.

Q.

A.

A.

Q.

7
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1

2

Is the cost of money, or the cost of capital, any different than other costs

that a firm incurs to do business?

3 No. The cost of  money, or the cost of  capital, is no dif ferent than any

4

5

6

7

8

9

10

11

12

other cost that a firm incurs to produce a product or to provide a service.

In a competitive business environment, a firm that is managed by rational

individuals will try to keep its costs of doing business as low as possible in

order to retain as much of its revenues as it can, thus maximizing earnings

(i.e. the f irm's after-tax operating income). More specif ically, in order to

maximize earnings, a firm's management will try to find as many ways as

possible to obtain labor and supplies at the lowest acceptable costs

available and to develop production methods or service procedures that

are as economically efficient as possible.

13

14 Q, Please explain how a firm would lower its cost of capital?

15

16

17

18

Genera l ly  speaking,  equ i ty  f inancing is  more  expensive  than debt

financing because an investment in common stock tends to be riskier than

an investment in debt instruments (that may be backed by a firm's assets).

This is because common stockholders are the last  in  l ine to col lect

19

20

21

22

23

anything of value in the event that a firm should fail and face liquidation.

Hence, depending on the type of  business the f irm is in,  returns on

common stock are generally higher than returns on safer investments (i.e.

debt instruments). In order to lower its cost of  capital, a f irm will try to

achieve what is known as an optimal capital structure. That is, a capital

A.

A.

Q.

8
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structure comprised of specific percentages of debt and equity that will

allow the firm to acquire money, or capital, at the lowest cost possible

This means shopping for the best possible interest rates on loans or

placing bond issues (i.e. debt) with the lowest yields needed to attract

buyers, and by paying out the lowest amount of earnings possible for

dividends that represent the returns on the firm's issues of common and/or

preferred stock (i.e. equity). This is no different than trying to keep

operating costs as low as possible

Is it unusual for a firm to have a capital structure comprised of nothing but

higher cost equity, or a 100 percent equity capital structure?

No. Capital structures comprised of nothing but higher cost equity are

generally common during the start-up phase of a firm's life. This is

because newer firms often incur operating losses during the initial years of

their business operations. Because of this, additional capital is often

needed to absorb such losses and to allow the firm to remain solvent. As

a firm grows and becomes more profitable, the opportunity generally

arises for the firm to achieve a more balanced, and lower cost, capital

structure, by financing assets with lower cost sources of capital such as

debt instruments
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

Why do firms assume debt to finance their assets?

As just noted, the assumption of debt can help a firm to achieve an

optimal capital structure which allows it to maximize its earnings by

lowering its cost of capital. Debt financing has several distinct advantages

over equity financing. First, depending on a firm's financial condition,

capital obtained through debt financing arrangements (i.e. obtaining loans

or issuing bonds) can be secured at competitive market rates that are

generally lower than what it may cost a firm to obtain new equity capital

(i.e. issuing new shares of common or preferred stock). Second, debt

issues can be refinanced in the event that interest rates fall, thus providing

the firm with an opportunity to achieve an even lower weighted cost of

capital (during periods of low interest rates, firm's have an opportunity to

"lock in" to a lower rate over a long period of time). Third, unlike equity,

there are certain tax advantages associated with debt, such as being able

to deduct the interest associated with the debt, thus lowering a firm's

income tax l iabil i ty (something that cannot be done with dividend

payments on shares of common stock). Finally, in some cases, firms can

issue low interest rate industrial development bonds that may also have

certain local tax advantages. The downside of taking on various levels of

debt is that it exposes a firm to increasing levels of financial risk (i.e. the

risk of not being able to meet the payments on the firm's debt obligations).

Because investors must be compensated for this additional risk, firms are

23 forced to increase the return on their common stock by offering higher

A.

Q.

10
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1 This reduces earnings and

2

returns in the form of  higher dividends.

increases the firm's cost of equity capital.

3

4

5

6

Please expla in how al l  o f  th is in format ion on the concept of  capita l

structure fits into the ratemaking process.

Regulators have always acted in the public interest by denying investor-

7 owned uti l i t ies f rom recovering various types of  imprudent costs and

8

9

10

11

12

13

14
I

15

16

investments. For the most part, my discussion on the concept of capital

structure has centered on f irms that operate in a competitive business

environment and are forced to keep the prices of their goods or services at

the same levels as those being offered by their competitors - hence the

need to keep their costs, including their cost of capital, as low as possible.

In the case of investor owned utilities that function as natural monopolies,

no such competitive pressure exists to keep costs, including capital costs,

as low as possible. Regulation serves to insure that the operating costs

incurred by investor owned utilities, which are recovered through the rates

17 of  capt ive customers, are kept as low as possible. Regulators also

18

19

20

21

22

23

implement policies that insure that investor owned utilities, such as Gold

Canyon, do not have the opportunity to increase their earnings base

through imprudent investments. When viewed in this context, the cost of

capital that is influenced by an investor owned utility's capital structure is

no different than any other operating expense. Regulators must insure

that investor owned utilities are not awarded rates of return that are out of

A.

Q.

11
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line with other investor owned utilities that operate in similar regulated

industries and face similar risks. This insures that captive ratepayers are

not forced to pay for a cost of capital that is excessive when compared to

the costs of capital of similar investor owned utilities

Is the regulatory process that you just described understood by the

investment community at large?

Yes it is. This can be seen in an article on investing in water utilities by

Jon Mark ran that I have labeled as Attachment 4 in my rehearing

testimony. On page 2 of his article Mr. Mark ran states the following

Virtually all of the U.S, water utility stocks are regulated by
states and counties, which makes them pretty dull. Govern
mental entities typically give utilities a monopoly in a geo
graphic region, then set their profit margin a smidge above
costs. Just about the only distinguishing factor among them
are the growth rates of their regions and their ability to
efficiently manage their underground pipe and pumping infra
structure

20 RATIONALE FOR RUCO'S RECOMMENDED COST OF CAPITAL

21

22

Briefly explain the approach that you used to develop the capital structure

that you are recommending for Gold Canyon

l took a fundamental approach using accounting and investment data

specific to publicly traded utilities in developing my recommended capital

structure for Gold Canyon. As l explained on pages 49 through 56 of my

direct testimony, I looked at the capital structures of four water utilities and

eight natural gas local distribution companies ("LDC") that served as

Q.

12
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1

2

3

4

5

6

7

8

9

10

11

12

13

sample regulated utilities in my cost of capital analysis (which produced

my recommended cost of common equity for Gold Canyon).

The average capital structure for the four water companies included in my

cost of equity sample was comprised of approximately 50 percent debt

and 50 percent equity, whereas the LDC's in my sample had an average

capital structure of approximately 51 percent debt and 49 percent equity.

Based on the information above, it was clear that Gold Canyon's capital

structure, comprised of 100 percent equity, was not in line with similar

firms operating in the regulated water and natural gas utility industries.

Since these sample utilities faced higher levels of financial risk (i.e. the

risk of not being able to meet their debt obligations) because of the levels

of debt in their capital structures, the cost of equity that I estimated for

them was higher than what a firm with no debt in its capital structure, such

14

15

16

17

18

as Gold Canyon, would have.

In order to achieve a weighted cost of capital that was more in line with the

regulated util it ies in my sample, l decided to recommend a hypothetical

capital structure comprised of 40 percent debt and 60 percent equity for

Gold Canyon.

19

20

21

22
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1

2

3

4

6

7

Why are you recommending a capital structure that has more equity than

the capital structures of your sample regulated utilities?

Since the est imation of  a f irm's cost of  equity capital is not an exact

science, l decided to recommend a capital structure that had more equity

in order to provide Gold Canyon with a higher weighted cost of capital.

The higher weighted cost of  capital takes into account any addit ional

perceived business risks that the Company might face.

8

9

10

Please compare your recommended 8.54 percent weighted cost of capital

with the average weighted cost of capital of the regulated utilities in your

11

12

13

14

15

sample.

My 8.54 percent recommended weighted cost of capital (which is the rate

of return the Company would earn on its invested capital) is 100 basis

points higher than the 7.54 percent average weighted cost of capital of the

four regulated water utilities in my sample (Surrebuttal Schedule WAR-9).

16

17

18

19

20

21

How does your recommended 8.54 percent cost of capital compare with

lit igated rates of  return granted by the Commission in other rate case

proceedings over the past three years?

Over the past three years the Commission has adopted the following

litigated rates of return ("ROR"):

22

23

5

A.

A.

Q.

Q.

A.

Q.

14
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1

Decision

Number

Decision

Date

Company

Name

Authorized

ROR

66849 March 19, 2004 8.70%

67093 June 30, 2004

Arizona Water (Eastern Group)

Arizona-American Water Company 6.50%

67279 October 6, 2004 Rio Rico Utilities, Inc. 8.70%

68176 September 3, 2005 7.60%

68302

Chaparral City Water Company

November 14, 2005 Arizona Water (Western Group) 8.90%

68487 8.40%

68858

February 23, 2006

July 28, 2006 7.24%

69164 December 5, 2006 9.60%

69335

Southwest Gas Corporation

Arizona-American Water Company (Paradise Valley District)

Black Mountain Sewer Corporation

Far West Water and Sewer Company 7.80%

69663

February 20, 2007

June 28, 2007 8.32%

69440 May 1, 2007

Arizona Public Service Company

Arizona-American Water Company (Mohave District) 7.71%

AVERAGE AUTHORIZED ROR 8.13%

2

3

4 As can be seen in the decisions listed above, the commission adopted an

5 average ROR of 8.13 percent. This is 41 basis points lower than the 8.54

6 percent ROR that I am recommending for Gold Canyon.

7

8 What were the Commission-adopted capital structures for the utilities

9 listed above?

10 The Commission-adopted capital structures are as follows:

11

A.

Q.

15
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1

Decision
Number

Company
Name

Short-Term
Debt

Long-Term
Debt

Preferred
Equity

Common
Equity

Total pct.
of Capital

Arizona Water (Eastern Group)

ArizonaAmerk:an Water Company

100.00%

100.00%

100.00%Rio Rico Utilities, Inc.

66849

67093

67279

68176

68302

68487

68858

69164

69335 Far West Water and Sewer Company

69663 Arizona Public Service Company

Arizona-American Water Company (Mohave DistricN)

Chaparral City Water Company

Arizona Water (Western Group)

Southwest Gas Corporation

ArizonaAmerican Water Company (Paradise Valley District)

Black Mountain Sewer Corporation

0.00%

0.00%

0.00%

0.00%

0.00%

5.00%

0.00%

0.00%

0.00%

0.00%

0.00%

0.45%2

69440

AVERAGE OF AUTHORIZED CAPITAL STRUCTURES

5.62%

0.00%

0.00%

0.00%

0.00%

0.00%

0.00%

0.00%

0.00%

0.00%

0.00%

0.51%

28.24%

60. 10%

0.00%

4127%

26.60%

55.00%

63.30%

0.00%

44.00%

45.50%

60.00%

38.55%

66. 14%

39.90%

100.00%

58.73%

73.40%

40.00%

36.70%

100.00%

56.00%

54.50%

40.00%

60.49%

100.00%

100.00%

100.00%

100.00%

100.00%

100.00%

100.00%

100.00%

100.00%

3

4 As can be seen in the above schedule the average levels of approximately

5 39.1 percent debt and approximately 60.9 percent equity are almost

6 identical to the 40 percent debt and 60 percent equity levels that comprise

7 the hypothetical capital structure that I am recommending for Gold Canyon

8 in this case.

9

10 Did the Commission adopt hypothetical capital structures in any of the

11 cases listed above?

12 Yes. The Commission adopted hypothet ical capita l  st ructures for

13 Southwest Gas Corporation in Decision No. 68487, dated February 23,

14 2006, and for Arizona-American Water Company in Decision No. 69440,

A.

Q.

16
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1

2

3

dated May 1,  2007. In addit ion to these two cases,  the Commission

adopted adjustments to the cost of common equity to reflect the absence

of f inancial risk for Rio Rico Util it ies, Inc. in Decision No. 67279, dated

4 October 6, 2004 (as described on page 51 of my direct testimony), and for

5 B lack Mounta in  Sewer  Corpora t ion  in Decision No .  69164 ,  da t ed

6 December 6, 2006. Both of these utilities had capital structures comprised

7

8

of 100 percent common equity and are presently owned by The Algonquin

Power income Fund, the same parent of Gold Canyon.

9

10

11

12

13

14

15

16

17

18

How did you develop your recommended cost of debt for Gold Canyon?

Because Gold Canyon does not  have any debt ,  I could not  rely on an

analysis of the Company's actual debt costs. Instead, l once again used a

fundamental approach that looked at actual account ing information on

specific regulated utilities. As can be seen on page 2 of Schedule WAR-1

(in both my direct and surrebuttal testimonies), I obtained an average cost

of debt of 6.45 percent from the weighted costs of debt of eight publicly

traded water utilit ies. My information on each individual water ut i l i ty's

weighted cost of debt was obtained from the most recent 10-K reports that

19 had been filed with the U.S. Securities and Exchange Commission. I then

20

21

22

added an additional 200 basis points to the 6.45 percent average cost of

debt  as l  had done in a prev ious case involv ing Far West  Water and

Sewer Company, another Arizona-regulated utility

A.

Q.

1 Docket Number: WS-03478A-05-0801
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1 Once again, my recommended 8.45 percent cost of debt is favorable to

2 Gold Canyon, since it is a full 200 basis points higher than the average

3 weighted cost of debt of 6.45 percent of the eight publicly traded water

4 utilities on which I collected data.

5

6 Please compare the average weighted cost of debt of 6.45 percent of the

7 eight publicly traded water utilit ies that you collected data on with the

8 litigated costs of long-term debt adopted by the Commission for the same

9 Arizona utilities that you exhibited in your average rate of return example.

10 The litigated long-term costs of debt adopted by the Commission for the

11 same Arizona utilities that I exhibited in my average rate of return example

12 are as follows:

Decision

Number

Decision

Date
Company

Name

Authorized

Cost of Debt

66849 8.46%

67093

Arizona Water (Eastern Group)

Arizona-American Water Company 4.80%

68176 5.10%

68302

March 19, 2004

June 30, 2004

September 3, 2005 Chaparral City Water Company

November 14, 2005 Arizona Water (Western Group) 8.40%

68487 7.61%

68858 5.40%

69335

Southwest Gas Corporation

Arizona-American Water Company (Paradise Valley District)

Far West Water and Sewer Company s. 80%

69663

February 23, 2006

July 28, 2006

February 20, 2007

June 28, 2007 5.41%

69440 May 1, 2007

Arizona Public Service Company

Arizona-American Water Company (Mohave District) 5.72%

AVERAGE AUTHORIZED COST OF LONG-TERM DEBT 6.30%

13

}

A.

Q.

18
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1

2

3

4

5

As can be seen above, the average litigated cost of long-term debt (for

those water and wastewater utilities that have long-term debt in their

capital structures) was 6.30 percent or 15 basis points lower than the

average weighted cost of debt of 6.45 percent of the eight publicly traded

water utilities that I collected data on.

6

7

8

9

Can you provide other examples of why you believe that the 6.45 percent

average weighted cost of the eight publicly traded water utilities that you

collected data on is reasonable?

10

11

12

13

14

15

16

17

18

19

20

21

22

23

Yes, two examples displayed as Attachments 5 and 6 of  my rehearing

testimony will support my position. As can be seen in Attachment 5, the

current yields on A-rated and Baa/BBB-rated utility bonds listed in the

September 28, 2007 edit ion of The Value Line Investment Survey's

Selection & Opinion publicat ion were 6.31 percent and 6.44 percent

respectively. These yields are still in line with the 6.45 percent average

weighted cost of  debt for the eight publicly traded water utilit ies that l

collected data on. Attachment 6 exhibits a schedule that was provided by

Arizona Water Company in its recent ACRM step one filing for recovery of

capital costs for its Superstition System. The schedule (which calculates

Arizona Water Company's allowance-for-funds-used-during-construction

rate using long-term debt) displays various bond issues that Arizona

Water Company has f loated over the last twenty-one years. As can be

seen in the schedule, Arizona Water Company's most recent 30-year

A.

Q.

19
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1

2

bond issue (Series L due in August of 2036), carries a stated yield of 6.30

percent which is 15 basis points lower than the 6.45 percent weighted cost

3 of the eight publicly traded water utilities that I collected data on. The

4

5

schedule provided by Arizona Water Company is also illustrative of the

fact that interest rates on debt issues have been falling over the last

6

7

8

twenty years (thus giving utilities the ability to lower their costs of capital).

As can be seen in Arizona Water Company's schedule, the stated yields

on their bonds have fallen from 9.25 percent in August of 1986, to 6.30

9

10

11

12

13

percent in August of 2006.

In summary I believe that the 8.45 percent hypothetical cost of debt that I

calculated for Gold Canyon is not only reasonable, but is actually much

higher than what the Company's large publicly traded parent could obtain

in the capital markets based on the information I have just presented.

14

15 If Gold Canyon has access to debt financing at a cost of 6.45 percent, why

16

17

do you recommend a cost of debt of 8.45 percent?

Once again, the estimation of the cost of capital is not an exact science

18 and I was attempting to give the Company the benef it of  a doubt. As I

19

20

21

22

23

A.

Q.

explained earl ier,  my method of  determining a cost of  debt for Gold

Canyon in this case was identical to the method that I used in a prior case

involv ing Far W est  W ater and Sewer Company. In retrospect,  an

argument could be made that my unadjusted 6.45 percent cost of debt is

probably more appropriate for Gold Canyon, given the fact that, unlike Far
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1

2

3

West Water and Sewer Company, Gold Canyon is owned by The

Algonquin Power Income Fund, a large publicly traded firm that has direct

access to the capital markets.

4

5

6

7

8

9

10

What methods did you use to arrive at your recommended 8.60 percent

cost of common equity for Gold Canyon?

\ used two well known equity valuation models to estimate a cost of equity

capital for Gold Canyon. My final updated recommended cost of equity of

8.60 percent was derived from the discounted cash flow ("DCF") or

Gordon Model. In this particular case I also used the capital asset pricing

11 model ("CAPM") in a supporting role.

12

13

14

15

16

17

18

19

20

21

Briefly compare and contrast the two models.

The DCF and the CAPM represent two different approaches to estimating

a return on common equity. The DCF (which is described in detail on

pages 9 through 29 in my direct testimony) is more representative of the

fundamental approach of valuing securities that l've used in arriving at my

capital structure and cost of debt recommendations for Gold Canyon. The

model uses company specific data on closing stock prices, paid dividends,

growth estimates based on actual retained earnings figures, and security

analyst's estimates of future growth on the number of additional shares of

22 common stock that will be issued to the investing public.

Q.

A.

Q.

A.

21
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

CAPM on the other hand is more associated with a different approach to

security valuation known as modern portfolio theory. Under this school of

thought, the emphasis on the more traditional method of security analysis

( i .e.  the fundamental approach that  I have referred to which involves

analyzing the specif ic characterist ics of  indiv idual f irms) is given less

emphasis and is replaced with statistical methods that determine the risk

and return relat ionships among indiv idual securi t ies that  comprise an

overall portfolio. The concept  of  r isk and return is  central  to modern

portfolio theory and is the basis for the select ion of securit ies that are

chosen for possible investment. CAPM fits into this school of thought by

providing an expected rate of return that is based on a given security's risk

in relation to the return on the broader stock market (e.g. the return on the

Standard & Poors 500 Index). This is accomplished through the use of

t he  ma in  component  o f  t he  CAPM mode l ,  a  be ta  coe f f i c ien t  wh ich

15

16

17

18

19

20

statistically measures the aforementioned relationship between the return

on a given security and the return on the stock market as a whole (CAPM

is  d i s c us s ed  i n  m ore  de t a i l  on  pages  30  t h rough  35  o f  m y d i r ec t

test imony).  The Hamada methodology used by ACC Staf f  to adjust  i ts

recommended cost of common equity to ref lect the absence of debt in

Gold Canyon's capital structure, also relies on the CAPM model.

21

22

2 Named after Robert S. Hamada, the professor of finance who developed the methodology.

22
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1

2

Has the Commission ever adopted a cost of equity capital

recommendation that used the same approach that you used in this case?

3 earl ier, the

4

5

Yes. In the Southwest Gas Corporat ion case cited

Commission adopted the recommendations of ACC Staff 's cost of capital

witness, Mr. Stephen Hill. As I stated on pages 18 and 19 of my direct

6

7

8

g RUCO.

10

11

12

13

testimony, Decision No. 68487, dated February 23, 2006, adopted Mr.

Hill's cost of equity recommendation that was derived from the same DCF

methodology that I have used consistently as a cost of capital witness for

The Commission adopted Mr. Hill's cost of equity

recommendation for Southwest Gas Corporation in conjunction with a

hypothetical capital structure comprised of approximately 55 percent debt

and 45 percent equity (40 percent common equity and 5 percent preferred

equity).

14

15 ARGUMENTS AGAINST RUCO'S CAPITAL STRUCTURE

16

17

18

19

20

21

22

Please summarize the arguments that were expressed by the Company

and ACC Staff in opposition to an amendment proposed by Commissioner

Kristin Mayes that would have adopted your recommended hypothetical

capital structure of 40 percent debt and 60 percent equity, and your 8.54

recommended weighted cost of capital.

At the regular Open Meeting held on June 26 and 27, 2007, both the

Co mp a n y  a n d  A CC S ta f f  vo ice d a rgumen ts  in  oppos i t ion  t o  my

A.

3 Docket No. G-01551A-04-0876

Q.

A.

Q.
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1 hypothetical capital structure which resulted in m y  8 . 5 4 percent

2

3

4

5

recommended weighted cost of capital for Gold Canyon.

The Company argued that the adopt ion of  my recommended capita l

structure was inappropriate and would deny Gold Canyon of a higher level

o f  income tax  expense  because  o f  t he  in te res t  deduc t ion  tha t  i s

6

7

8

9

associated with my recommended weighted cost of debt.

ACC Staff 's argument echoed the Company's income tax argument, and

took the  pos i t ion  tha t  i ts  cost  o f  equ i ty  recommendat ion  took in to

consideration the absence of  f inancial risk in its recommended capital

10 structure that consists of 100 percent equity capital.

11

12

13

14

15

16

17

18

19

20

21

22

Please address the Company's argument that a hypothet ical capita l

structure is inappropriate for Gold Canyon.

It is not improper for the Commission to adopt, for ratemaking purposes, a

capital structure that is more appropriate than a utility's actual capital

structure. As l explained earlier, one of the desired goals of regulation is

to insure that regulated util it ies are denied the opportunity to recover

imprudent costs and investments through the rates of  capt ive ut i l i ty

customers. The argument in this case is that Gold Canyon failed to act in

the public interest by adopting an imprudent capital structure comprised

entirely of higher cost common equity. A higher cost of  capital that is

produced by the choice of an imprudent capital structure (that is not in line

A.

Q.

24

I
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1 with the rest of the industry) is no different than any other imprudently

2 incurred operating expense or plant investment.

3

4

5

6

7

8

9

10

11

12

13

Can you cite actual cases in which the Commission adopted hypothetical

capital structures?

As I  po inted out  ear l ier  in  my rehear ing tes t imony,  the Commiss ion

adopted hypothetical capital structures for Southwest Gas Corporat ion

and Arizona-American Water Company within the last eighteen months.

In two out of three of its most recent rate filings that are presently before

the ACCT, Arizona-American originally proposed that the Commission

adopt hypothetical capital structures comprised of 60 percent debt and 40

percent equity for its Anthem/Agua Fria Water and Wastewater Districts,

and for its Sun City 8¢ Sun City West Wastewater Districts.

14 In addi t ion to the Southwest  Gas Corporat ion and Ar izona-American

15

16

17

18

19

20

21

22

Water Company decisions just noted, one of the largest utilities in Arizona

that the Commission has adopted hypothetical capital structures for is

Tucson Electric Power ("TEP"). According to information contained on

pages 28 through 31 in Decision No. 67454, dated January 4, 2005, the

Commission decided it was in the public interest to adopt a hypothetical

capital structure to improve TEP's financial condition as a result of poor

management decisions which almost resulted in bankruptcy. Decision No.

58497 adopted a hypothetical capital structure for TEP comprised of 56

4 Docket Number: WS~01303A-06-0403 and Docket Number: WS-01303A-06-0491

A.

Q.

25
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1

2 The

3

4

percent debt and 44 percent equity. At the time of the Decision, TEP had

an  ac tua l  cap i ta l  s t ruc tu re  compr ised  o f  100  percen t  deb t .

Commission subsequently adopted another hypothetical capital structure

comprised of 62.5 percent debt and 37.5 percent equity in Decision No.

5 59594, dated March 26,  1996. So  i t  is  c lea r  tha t  the  adop t ion  o f

6

7

8

9

10

hypothetical capital structures by the ACC is certainly not uncommon or

inappropriate as the Company contends. The main dif ference between

this case and the cases that I've cited is that the hypothetical capital

st ructures were adopted for the benef i t  o f  the regulated ut i l i t ies as

opposed to the benefit of the ratepayers.

11

12

13

14

15

16

17

to

19

How did the adoption of hypothetical capital structures benefit the utilities

in the cases you've just cited?

The utilit ies benefited from the hypothetical capital structures because

they contained more equity than what the utilities actually had. Thus, the

inclusion of higher cost equity capital provided the utilit ies with higher

operating incomes (RoR x rate base = operating income). In addition to

the higher levels of operating income, the utilit ies also received higher

levels of income tax expense, which provided them with additional cash

20

21

22

since the levels of  income tax expense resulting from the hypothetical

capital structures were higher than what they would have been had the

interest deductions on the actual levels of  debt been deducted in the

23 income tax calculations that were made for rate raking purposes. As a

A.

Q.

26
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1

2

3

result of  this, ratepayers paid higher rates that allowed the util it ies to

recover the higher levels of operating income and higher levels of income

tax expense that were calculated for ratemaking purposes.

4

5 Will Gold Canyon's ratepayers benefit from the adoption of your

6

7

8

9

10

11

12

13

recommended capital structure?

Yes. In this case, the adoption of a hypothetical capital structure works in

favor of Gold Canyon's ratepayers, who will pay lower rates as a result of

a lower level of operating income resulting from the adoption of a lower

rate of  return. Gold Canyon's ratepayers wi l l  a lso pay lower rates

because  o f  the  lower  leve l  o f  income tax  expense  ca lcu la ted  f o r

ratemaking purposes as a result of the hypothetical capital structure that

contains more debt than the Company actually has.

14

15

16

17

18

Please address the Company's and ACC Staf f 's  argument  that  the

adoption of your recommended capital structure would deny Gold Canyon

of an appropriate level of  income tax expense because of  the interest

deduction that is associated with your recommended weighted cost of

19 debt.

20

21

22

23

The Company's argument centers on the fact that my recommended

weighted cost of debt produces an interest deduction that is included in

the income tax calculation for ratemaking purposes. The fact is that Gold

Canyon will be granted an appropriate level of income tax expense that is

A.

A.

Q.

Q.

27
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1

2

3

4

5

the result of the capital structure that the Commission chooses to adopt.

In this respect, the appropriate level of income tax expense calculated for

ratemaking purposes in this case is no different than a situation in which a

spec i f i c  opera t ing  expense is  found to  be imprudent  and is  den ied

recovery in rates.

6

7

8

9

to

Can you prov ide an example that  compares  the d isa l lowance o f  an

imprudent  operat ing expense to the appropr iate level  of  income tax

expense for ratemaking purposes that Gold Canyon should be entit led to

in this case?

11

12

13

14

15

16

17

18

19

20

21

22

23

Yes. The situation in this case is no different than if a utility were to seek

recovery of  an operat ing expense,  assoc iated w i th a legal ly b inding

contract requiring specified annual payments, which has been found to be

imprudent by a regulator. Even though the recovery of  the imprudent

operating expense in rates has been denied by the regulator, the utility is

st i l l  legal ly obl igated to make the payments under the contract  that  i t

entered into. The actions of the regulator results in lower prof its to the

utility, because the payments associated with the contract must now be

paid as an unrecoverable below-the-line expense.

As I explained earlier, in this case, Gold Canyon's ratepayers are being

harmed by the Company's  imprudent  dec is ion to f inance assets  wi th

nothing but high cost equity capital when the opportunity existed to obtain

lower cost capital through debt f inancing. As in the example just given,

A.

Q.

28
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1

2

Gold Canyon would have to cover any unrecoverable taxes calculated for

ratemaking purposes as a below the line expense.

3

4

5

6

7

8

9

Does RUCO believe that Gold Canyon made an imprudent decision to

finance the Company's assets with nothing but equity capital?

Yes we do. As I stated earlier, Gold Canyon's parent, The Algonquin

Power Income Fund, is a large publicly traded entity that has direct access

to the capital markets. There is no reason why a parent company such as

this could not have chosen to f inance Gold Canyon's assets with a more

10

11

12

13

14

15

balanced capital structure comprised of both lower cost debt and equity.

This point is painfully obvious when the more balanced capital structures

of the publicly traded utilities in my cost of capital sample and the Arizona

utilities that the Commission has provided rate relief to over the last three

years are compared to the capita l structures of  Gold Canyon, Black

Mountain Sewer Corporation and Rio Rico Utilities, Inc., all of which are

16

17

18

19

20

21

22

23

A.

Q.

owned by The Algonquin Power Income Fund, and all of  which have

capital structures comprised of nothing but high cost equity capital. As

exhibited in the schedule on page 16 of  my rehearing testimony, the

average capital structure approved by the Commission for a number of

Arizona utilities over the last three years was comprised of approximately

39.1 percent debt and approximately 60.9 percent equity. Again, this is

almost identical to the 40 percent debt and 60 percent equity levels that I

am recommending for Gold Canyon in this case.
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1

3

Please explain why you've used the expression "income taxes calculated

for ratemaking purposes" throughout your testimony

i use that expression because the level of income tax expense calculated

4

5

for Gold Canyon is calculated strictly for ratemaking purposes only, and

may not be representative of the Company's actual income tax liabil ity

This is a normal practice in ratemaking, and is not unique to Gold Canyon

8 What is the impact of the interest deduction associated with your

recommended hypothetical cost of debt?

Based on calculat ions performed by RUCO witness Rodney Moore, the

adoption of my recommended capital structure will save Gold Canyon's

cus tomers  approximate ly $278,000 annual ly in rates. Mr. Moore

discusses how average customer bills would be impacted by this change

15

16

Brief ly summarize the dif ference between your method for arriving at a

weighted average cost of capital and ACC Staff's method of arriving at a

weighted cost of capital

ACC Staff witness Steve Irvine used a different approach, based on the

modern portfolio theory school of thought, to adjust for the fact that Gold

Canyon has no debt in the Company-proposed capital st ructure. Mr

Irvine calculated a downward adjustment for his revised original cost of

equity estimate and then applied that adjusted cost of equity figure to the

Company-proposed 100 percent equity capital structure. More to the

Q.

Q.

Q.

A.

30
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1

2

3

4

5

6

7

point, Mr. Irvine used the Hamada methodology to calculate an adjustment

that would produce a cost of equity that reflects a capital structure

comprised of 40 percent debt and 60 percent equity in order to arrive at

his final 9.2 percent weighted cost of capital, while I adjusted the

Company-proposed capital structure to a capital structure comprised of 40

percent debt and 60 percent equity and then estimated the costs of debt

and equity to arrive at my final 8.54 percent weighted cost of capital.

8

9

10

11

12 A.

13

14

15

16

Please explain in detail how Mr. Irvine used the Hamada methodology to

produce his  recommended weighted average cost  of  capi tal  for Gold

Canyon.

Mr. Irvine recognized that his 10.2 percent revised original cost of equity

estimate, which is the mean average of his DCF and CAPM results, was

derived from a sample group of water utilities that had an average capital

st ructure of  51.4 percent  debt  and 48.6 percent  equity,  and therefore

needed to be adjusted downward to ref lect  the absence of  debt  (and

17

18

financial risk) in Gold Canyon's capital structure.

To obtain his needed adjustment, Mr. Irvine used the Hamada

19

20

21

22

Q.

methodology which relies on the CAPM. Using the Hamada methodology,

Mr. Irvine in-levered (i.e. removed the level of embedded financial risk)

his original average CAPM beta coeff ic ient (that ref lects his sample's

average capital structure of 51 .4 percent debt and 48.6 percent equity with
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1

2

3

4

5

6

7

8

g

10

11

12

13

14

15

16

17

18

19

20

21

22

23

financial risk) to obtain a lower beta that would be reflective of a 100

percent equity capital structure that has no financial risk.

Mr. line's next step, using the Hamada methodology, was to re-lever the

in-levered beta to obtain a higher beta coefficient that, in this case,

reflects a capital structure of 40 percent debt and 60 percent equity which

has financial risk. The re-levered beta was then placed into the CAPM

model, with no change to the other original model inputs (i.e. risk free rate

of return or market risk premium), to produce an appropriate expected rate

of return for a utility with a capital structure comprised of 40 percent debt

and 60 percent equity. Mr. Irvine's calculations correctly produced an

expected rate of return of 10.2 percent which is 100 basis points lower

than his revised original CAPM cost of equity estimate of 11.2 percent.

Up to this point, Mr. Irvine's expected rate of return of 10.2 percent

correctly reflected what his CAPM results should be assuming a capital

structure of 40 percent debt and 60 percent equity. However, it has to be

remembered that his original cost of equity estimate was an average of

both his CAPM and DCF results. While the Hamada calculation produced

an appropriate adjustment for his CAPM estimates, no similar calculation

unique to the DCF was performed to derive a similar type of adjustment

for his DCF results (which also reflect a sample average capital structure

of 51 .4 percent debt and 48.6 percent equity).

Mr. Irvine's final recommended 9.2 percent adjusted cost of common

equity reflects a blanket adjustment of 100 basis points to the 10.2 percent
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1

2

3

4

5

6

mean average of his revised original DCF and CAPM estimates. Mr. Irvine

makes the  assumpt ion  tha t  the  same 100  bas is  po in t  ad jus tmen t

calculated for h is CAPM est imates,  would apply equal ly to  h is DCF

estimates as well. When Mr. irvine's adjusted 9.2 percent cost of equity is

applied to the Company-proposed capital structure of 100 percent equity,

the result is his final recommended 9.2 percent weighted cost of capital.

7

8

g

10

11

12

13

Did you make any direct adjustment to your DCF estimate?

No I did not. I relied on my recommended capital structure weighting of 60

percent to produce a lower cost of equity component in my final weighted

cost of capital. Technically speaking, my final 8.54 percent weighted cost

of capital recommendation would have been even lower had I made such

an adjustment to my 8.60 percent DCF estimate.

14

15

16

17

Do you believe that the ACC Staf f 's use of  the Hamada methodology

produces an appropriate weighted average cost  of  capita l  for Gold

Canyon?

18 No.

19

20

The  use  o f  the  Hamada  me thodo logy  does  no t  p roduce  an

appropriate interest deduction that is reflective of a capital structure that

contains debt. The use of debt to reduce income taxes is often referred to

21

22

as a tax shield. As I explained earlier in my rehearing testimony, one of

the reasons that f irms assume debt is because of  the tax advantages

23 associated with debt f inancing. By being able to deduct the interest

A.

A.

Q.

Q.

33
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1 associated with debt, firms are able to lower their income tax liabilities and

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

increase their earnings. As I also noted earl ier,  this is something that

cannot  be done with div idend payments on shares of  common stock,

because they cannot be deducted from income taxes.

Although the Hamada methodology produces a recommended cost  of

equity that theoretically reflects a capital structure comprised of 40 percent

debt  and 60 percent  equ i t y,  the use o f  the Company-proposed 100

percent capital structure has no real impact on the level of income taxes

that are calculated for ratemaking purposes. Again, this is because the

Hamada methodology does not produce a weighted cost of debt that is

used to calculate an appropriate interest expense deduction to income

taxes. As a result of this, the Company benefits from additional cash flows

assoc iated wi th a h igher level  of  income tax expense calculated for

ratemaking purposes which does not accurately reflect a balanced capital

structure that contains debt. As I explained earlier, ratepayers are harmed

from the standpoint that they wil l  have to pay higher rates for a higher

level of income tax expense that should be lower as a result  of a more

balanced capital structure.

19

20

21

22

34
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1

2

Do you believe that your capita l structure and cost o f  cap i ta l

recommendations will provide just and reasonable rates for Gold Canyon's

3 customers?

4 Yes.

5

6

7

8

The in format ion that  I  have presented here in  my rehearing

testimony supports my belief that my recommended capital structure and

result ing weighted cost of  capital are certainly reasonable. I further

believe that my recommendations should be adopted by the Commission

to  p rov ide  Go ld  Canyon 's  cus tomers  w i th  ra tes  tha t  a re  jus t  and

9 reasonable.

10

11

12

13

Does your silence on any of the issues or positions addressed in any of

the testimony of the Company's witnesses constitute acceptance?

No, it does not.

14

15 Does this conclude your rehearing testimony on Gold Canyon?

16 Yes, it does.

A.

A.

Q.

Q.

A.

Q.
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1 INTRODUCTION

2

3

4

5

Please state your name, occupation, and business address.

My Name is William A. Rigsby. I am a Public Utilities Analyst V employed

by the Residential Utility Consumer Off ice ("RUCO") located at 1110 w.

Washington, Suite 220, Phoenix, Arizona 85007.

6

7

8

9

10

11

Please describe your qualif ications in the f ield of utilities regulation and

your educational background.

l have been involved with utilities regulation in Arizona since 1994. During

that period of  time I have worked as a utilit ies rate analyst for both the

Arizona Corporation Commission ("ACC" or "Commission") and for RUCO.

l hold a Bachelor of  Science in the f ield of  f inance f rom Arizona State12

13

14

15

16

17

18

19

20

University and a Master of Business Administration, with an emphasis in

accounting, from the University of Phoenix. I have recently been awarded

the professional designation, Certified Rate of Return Analyst ("CRRA") by

the Society of Utility and Regulatory Financial Analysts ("SURFA"). The

CRRA designation is awarded based upon experience and the successful

completion of a written examination. Appendix I, which is attached to this

testimony, further describes my educational background and also includes

a list of the rate cases and regulatory matters that I have been involved

21 with .

22

23

A.

Q.

A.

Q.

1
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1

2

3

4

5

6

What is the purpose of your testimony?

The purpose of my testimony is to present recommendations that are

based on my analysis of Gold Canyon Sewer Company's ("Gold Canyon"

or "Company") application for a permanent rate increase ("Application")

that was filed with the ACC on January 13, 2006. The Company has

chosen the fiscal year ended October 31, 2005 for the test year in this

7 proceeding |

8

9

10

Briefly describe Gold Canyon.

Gold Canyon provides wastewater service to customers in the

11

12

13

14

15

un incorpora ted community  o f  Go ld  Canyon,  wh ich  is  located a long

highway U.S. 60 to the east of  Apache Junction in Pinal County. The

Company is a wholly owned subsidiary of Algonquin Water Resources of

America, which is a wholly owned subsidiary of  the Algonquin Power

Income Fund ("Algonquin Fund" or "Parent"), a mutual fund, or trust, which

16 is \listed on the Toronto Stock Exchange (ticker symbol APF.UN). In

17

18

19

20

addition to Gold Canyon, the Algonquin Fund also owns and operates four

other ACC regulated ut i l i t ies: Bella Vista W ater Company, located in

Sierra Vista, Black Mountain Sewer Corporation (f.k.a. Boulders Carefree

Sewer), sewing parts of  Carefree and North Scottsdale, Litchf ield Park

21

22

23

Services Company, situated on the west side of the Phoenix metropolitan

area, and Rio Rico Utilities, Inc., located just north of Nogales on the U.S.

border between Arizona and Mexico. The Algonquin Fund also owns

A.

Q.

A.

Q.

2
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1

2

Algonquin Water Services, which directly oversees the daily operations of

the aforementioned Arizona public service companies.

3

4

5

6

7

8

9

Briefly explain what a mutual fund is.

A mutual fund is a type of investment vehicle that generally provides

investors with the opportunity to place their funds intra professionally

managed portfolio of financial instruments such as stocks or bonds. In the

case of a stock mutual fund, the fund's manager will buy and sell on the

basis of how well a stock meets the fund's investment criteria, such as

10

11

providing a specific level of dividend income and/or achieving projected

levels of capital appreciation. Unlike the price of a stock or bond, the

12 value of a mutual fund is expressed as its net asset value ("NAV"). Fund

13

14

15

16

17

18

19

20

managers generally realize a prof it  f rom management fees, which are

normally collected as a f ixed percentage, typically between 0.5 percent

and 2 .00 percent  a  year,  o f  the  f und 's  nAy. Management fees are

normally deducted from shareholder's assets on an annual basis. Closed-

ended funds have a f ixed number of shares that are bought and sold on

securities exchanges in the same manner as individual stocks and bonds.

Open-ended funds, on the other hand, of fer new shares and redeem

existing shares on a continual basis.

21

22

23

A.

Q.

3
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How is the Algonquin Fund structured?

The Algonquin Fund is an open-ended fund with an investment portfolio

comprised of utilities involved in the production of electricity and the

provision of water and wastewater services". These individual utilities

make up the Algonquin Fund's Hydroelectric, Cogeneration, Alternative

Fuels and Infrastructure Divisions. instead of a collection of stocks or

bonds, the fund is comprised of utilities that are bought, held and sold in

the hope of achieving desired returns On investment. In this respect, the

Algonquin fund is no different than a utility holding company whose shares

are publicly traded in the financial markets Shares of the funds are

referred to as units and shareholders are referred to as unitholders. As I

explained above, the Algonquin Fund's managers derive their income from

management fees. A copy of the Algonquin Fund's annual report for 2005

can be viewed in Attachment A

Is this form of ownership common for utilities operating in Arizona?

No, most investor owned utilities operating in Arizona are either closely

held corporate entities, are owned by a utility holding company or, as in

According to information provided on the website of the Toronto Stock Exchange, the Algonquin
Power Income Fund is an open-ended investment trust that owns or has interests in a diverse
portfolio of power generating and infrastructure assets across North America, including 48
hydroelectric facilities, ft natural gas- fired cogeneration facilities, 18 alternative fuels facilities
and 15 water reclamation and distribution facilities. The Algonquin Fund was established in 1997
to provide unitholders with sustainable, highly stable and growing cash flows through a diversified
portfolio of energy and infrastructure assets
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the case of many water and wastewater utilities, are owned by a firm that

is engaged in land development

4

10

Please explain your role in RUCO's analysis of Gold Canyon's Application

l reviewed Gold Canyon's Application and performed a cost of  capital

analysis to determine a fair rate of  return on the Company's invested

capital. In addit ion to my recommended capita l structure,  my direct

testimony will present my recommended costs of common equity and my

recommended hypothetical cost of debt (the Company has no preferred

stock). The recommendations contained in this testimony are based on

information obtained f rom Company responses to data requests,  the

Company's Application and from market-based research that I conducted

during my analysis

15

16

Were you also responsible for conducting an analysis on the Company's

proposed rate base, revenue level and rate design?

No l was not. RUCO witness Rodney L. Moore handled those aspects of

the  ca s e

20 Q.

Q.

Q.

What areas will you address in your testimony

I will address the cost of capital issues associated with the case
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Please identify the exhibits that you are sponsoring

I am sponsoring Schedules WAR-1 through WAR-9

4 SUMMARY OF TESTIMONY AND RECOMMENDATIONS

5 Briefly summarize how your cost of capital testimony is organized

My cost of capital testimony is organized into three sections. First, I will

present the findings of my cost of equity capital analysis, which utilized

both the discounted cash flow ("DCF") method, and the capital asset

pricing model ("CAPM"). These are the two methods that RUCO and ACC

Staff have consistently used for calculating the cost of equity capital in rate

case proceedings in the past, and are the methodologies that the ACC

has given the most weight to in setting allowed rates of returns for utilities

that operate in the Arizona jurisdiction. in this first section I will also

provide a brief overview of the current economic climate that Gold Canyon

is operating in. Second, l will compare my recommended capital structure

with the Company-proposed capital structure. Third, l will comment on

Gold Canyon's cost of capital testimony. Schedules WAR-1 through

WAR-9 will provide support for my cost of capital analysis

Please summarize the recommendations and adjustments that you will

address in your testimony

Based on the results of my analysis of Gold Canyon, I am making the

Q.

following recommendations
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1

2

3

4

Cost of Equitv Capital - I am recommending a 9.04 percent cost of equity

capital. This 9.04 percent figure is based on the results that I obtained

from the constant growth DCF model in my cost of equity analysis, which

employed both the DCF and CAPM methodologies.

5

6

7

9

10

Capital Structure - I am recommending that the Company-proposed

capital structure, which is comprised of approximately 100 percent

common equity be rejected by the ACC and that my recommended

hypothetical capital structure, which is comprised of 60 percent common

equity and 40 percent debt, be adopted by the Commission.

11

12 Cost of Debt I am recommending that the Commission adopt a

13

14

15

16

hypothetical cost of debt of 8.45 percent, which is 200 basis points higher

than the average weighted cost of debt of eight publicly traded water

companies that are followed by securities analysts with The Value Line

Investment Survey.

17

18

19 I

20

Cost of Capital - Based on the results of my recommended hypothetical

capital structure, am recommending an 8.81 percent cost of capital for

Gold Canyon, which is the weighted cost of my recommended costs of

21 common equity and debt.

22

\

7
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1

2

3

4

5

6

Why do you believe that your recommended 8.81 percent cost of capital is

an appropriate rate of return for Gold Canyon to earn on its invested

capital?

The 8.81 percent cost of capital figure that I have recommended meets

the criteria established in the landmark Supreme Court cases of Bluefield

Water Works & Improvement Co. v; Public Service Commission of West

8

9

10

11

12

13

14

Virginia (262 u.s. 679, 1923) and Federal Power Commission v. Hope

Natural Gas Company (320 U.S. 391, 1944). Simply stated, these two

cases affirmed that a public utility that is efficiently and economically

managed is entitled to a return on investment that instills confidence in its

financial soundness, allows the utility to attract capital, and also allows the

utility to perform its duty to provide service to ratepayers. The rate of

return adopted for the utility should also be comparable to a return that

investors would expect to receive from investments with similar risk.

15

16

17

18

The Hone decision allows for the rate of return to cover both the operating

expenses and the "capital costs of the business" which includes interest

on debt and dividend payment to shareholders. This is predicated on the

belief that, in the long run, a company that cannot meet its debt obligations

19 and provide its shareholders with an adequate rate of  return wil l  not

20 continue to supply adequate public utility service to ratepayers.

21

22

23

Q.

A.

8
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1 Do the Bluefield and Hope decisions indicate that a rate of return sufficient

2 to cover all operating and capital costs is guaranteed?

3 No. Neither case guarantees a rate of return on utility investment. What

4 the Bluefield and Hope decisions do allow, is for a utility to be provided

5

6

7

8

9

with the opportunity to earn a reasonable rate of return on its investment.

That is to say that a util ity, such as Gold Canyon, is provided with the

opportun i ty  to  earn  an  appropr ia te  ra te  o f  re tu rn  i f  the  Company 's

management exercises good judgment and manages i ts assets and

resources in a manner that is both prudent and economically efficient.

10

11 COST OF EQUITY CAPITAL

12

13

14

15

16

17

What is your recommended cost of equity capital for Gold Canyon?

Based on the results of my DCF and CAPM analyses, which ranged from

8.92 percent to 10.69 percent for a sample of publicly traded water and

gas providers, l am recommending a 9.04 percent cost of equity capital for

Gold Canyon. My recommended 9.04 percent figure is the result of my

DCF analysis, which utilized a sample of publicly traded water providers.

18

19 Discounted Cash Flow (DCF) Method

20

21

22

23

Please explain the DCF method that you used to estimate Gold Canyon's

cost of equity capital.

The DCF method employs a stock valuation model known as the constant

growth valuation model, that bears the name of Dr. Myron J. Gordon (i.e.

Q.

A.

Q.

A.

A.

Q.

9
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1

2

3

4

the Gordon model), the professor of finance who was responsible for its

development. Simply stated, the DCF model is based on the premise that

the current price of a given share of common stock is determined by the

present value of all of the future cash flows that will be generated by that

share of common stock. The rate that is used to discount these cash5

6 flows back to their present value is often referred to as the investor's cost

7

8

g

10

11

12

13

14

15

16

17

18

19

of capital (i.e. the cost at which an investor is willing to forego other

investments in favor of the one that he or she has chosen).

Another way of looking at the investor's cost of capital is to consider it from

the standpoint of a company that is offering its shares of stock to the

investing public. In order to raise capital, through the sale of common

stock, a company must provide a required rate of return on its stock that

will attract investors to commit funds to that particular investment. In this

respect, the terms "cost of capital" and "investor's required return" are one

in the same. For common stock, this required return is a function of the

dividend that is paid on the stock. The investor's required rate of return

Can be expressed as the percentage of the dividend that is paid on the

stock (dividend yield) plus an expected rate of future dividend growth.

This is illustrated in mathematical terms by the following formula:

20

21

22

23

10

.r
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1 k=(D1+P0)+g

2 where: k

3

4 H '0

5

6

the required return (cost of equity, equity

capitalization rate),

the dividend yield of a given share of stock

calculated by dividing the expected dividend by

the current market price of the given share of

7 stock, and

8 g the expected rate of future dividend growth.

9
I

10

11

12

This formula is the basis for the standard growth valuation model that I

used to determine Gold Canyon's cost of equity capital. It is similar to one

of the models used by the Company.

13

14

15

to

17

18

19

20

21

22

23

A.

Q. In determining the rate of future dividend growth for Gold Canyon, what

assumptions did you make?

There are two primary assumptions regarding dividend growth that must

be made when using the DCF method. First, dividends will grow by a

constant rate into perpetuity, and second, the dividend payout ratio will

remain at a constant rate. Both of these assumptions are predicated on

the traditional DCF model's basic underlying assumption that a company's

earnings, dividends, book value and share growth all increase at the same

constant rate of  growth into inf inity. Given these assumptions, if  the

dividend payout ratio remains constant, so does the earnings retention
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1 ratio (the percentage of earnings that are retained by the company as

2 opposed to being paid out in dividends). Th is  be ing  the  case ,  a

3

4

5

company's dividend growth can be measured by multiplying its retention

ratio (1 - dividend payout ratio) by its book return on equity. This can be

stated as g = b x r.

6

7 Would you please provide an example that will illustrate the relationship

that earnings, the dividend payout ratio and book value have with dividend

g

10

11

12

13

14

15

16

17

18

19

growth?

RUCO consultant Stephen Hill illustrated this relationship in a Citizens

Utilities Company 1993 rate case by using a hypothetical utility.2

Table l

Year 3

$10.82

10%

$1.082

0.60

$0.649

Book Value

Equity Return

Earnings/Sh .

Payout Ratio

Dividend/Sh

Year 1

$10.00

10%

$1 .00

0.60

$0.60

Year 2

$10.40

10%

$1 .04

0.60

$0.624

Year 4

$11 .25

10%

$1 .125

0.60

$0.675

Year 5

$11 .70

10%

$1 .170

0.60

$0.702

Growth

4.00%

N/A

4.00%

NlA

4.00%

20 Table I of Mr. HilTs illustration presents data for a five-year period on his

21

22

23

hypothetical utility. In Year 1, the util ity had a common equity or book

value of  $10.00 per share, an investor-expected equity return of  ten

percent, and a dividend payout ratio of  sixty percent. This results in

Citizens Utilities Company, Arizona Gas Division, Docket No. E-1032-93-111,
Testimony, dated December 10, 1993, p, 25.

2 Prepared

A.

Q.

12
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1

2

earnings per share of $1 .00 ($10.00 book value x 10 percent equity return)

and a dividend of $0.60 ($1.00 earnings/sh. x 0.60 payout ratio) during

3 Ye a r 1 . Because forty percent (1 0.60 payout ratio) of the utility's

4 earnings are retained as opposed to being paid out to investors, book

value increases to $10.40 in Year 2 of  Mr. HilTs i l lustrat ion. Table I5

6 presents the results of this continuing scenario over the remaining f ive-

7

8

9

year period.

The results displayed in Table l demonstrate that under "steady-state" (i.e,

constant) conditions, book value, earnings and dividends all grow at the

same constant rate. The table further illustrates that the dividend growth10

11 rate, as discussed earlier, is a function of (1) the internally generated

12

13

funds or earnings that are retained by a company to become new equity,

and (2) the return that an investor earns on that new equity. The DCF

14 b x r, is also referred to as the

15

dividend growth rate, expressed as g

internal or sustainable growth rate.

16

17 Q.
I

18

If  earnings and dividends both grow at the same rate as book value,

shouldn't that rate be the sole factor in determining the DCF growth rate?

19 No. Possible changes in the expected rate of return on either common

20 equity or the dividend payout ratio make earnings and dividend growth by

themselves unreliable. This can be seen in the continuation of Mr. HilTs21

22 illustration on a hypothetical utility.

23

A.

13

un-au!
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1

2

3

4

5

6

7

8

Book Value

Equity Return

Earnings/Sh

Payout Ratio

Dividend/Sh

Year 1

$10.00

10%

$1 .00

0.60

$0.60

Year 2

$10.40

10%

$1 .04

0.60

$0.624

Table II

Year 3

$10.82

15%

$1 .623

0.60

$0.974

Year 4

$11 .47

15%

$1 .720

0.60

$1 ,032

Year 5

$12.158

15%

$t .824

0.60

$1 .094

Growth

5.00%

10.67%

16.20%

N/A

16.20%

9

10

11

12

13

14

15

In the example displayed in Table II, a sustainable growth rate of four

percents exists in Year 1 and Year 2 .(as in the prior example). In Year 3,

Year 4 and Year 5, however, the sustainable growth rate increases to six

percent.4 If the hypothetical utility in Mr. HilTs illustration were expected to

earn a fifteen-percent return on common equity on a continuing basis,

then a six percent long-term rate of growth would be reasonable.

However, the compound growth rates for earnings and dividends,

16 displayed in the last column, are 16.20 percent. If this rate were to be

17 used in the DCF model, the utilityfs return on common equity would be

18 expected to increase by fifty percent every five years, [(15 percent 10

19

20

21

percent) - 1]. This is clearly an unrealistic expectation.

Although it is not illustrated in Mr. HilTs hypothetical example, a change in

only the dividend payout ratio will eventually result in a utility paying out

more in dividends than it earns. While iris not uncommon for a utility in22

3 [ ( Year 2 REamings/Sh
$1.00] = [ $0.04 + $1.00 ]

._ Year 1 Earnings/Sh )
= 4.00%

Year 1 Earnings/Sh ] : [ ( $1.04 - $1.00 )

4 [ ( 1 - Payout Ratio ) x Rate of Return ] = [( 1 - 0.60 ) x 15.00%] = 0.40 x 15.00% = 6.00%

14
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1

2

the real world to have a dividend payout ratio that exceeds one hundred

percent on occasion, it would be unrealistic to expect the practice to

3 continue over a sustained long-term period of time.

4

5

6

7

Other than the retention of internally generated funds, as illustrated in Mr.

Hill's hypothetical example, are there any other sources of new equity

capital that can influence an investor's growth expectations for a given

8 company?

g Yes, a company can raise new equity capital externally. The best

10

11

12

13

example of external funding would be the sale of new shares of common

stock. This would create additional equity for the issuer and is often the

case with utilities that are either in the process of acquiring smaller

systems or providing service to rapidly growing areas.

14

15 How does external equity financing influence the growth expectations held

16

17

18

19

20

21

by investors?

Rational investors will put their available funds into investments that will

either meet or exceed their given cost of capital (i.e. the return earned on

their investment). In the case of a utility, the book value of a company's

stock usually mirrors the equity portion of its rate base (the utility's eating

Because regulators allow util ities the opportunity to earn a

reasonable rate of return on rate base, an investor would take into

base).

22

23 consideration the effect that a change in book value would have on the

Q.

A.

Q.

A.

15
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1

2

3

4

5

6

rate of return that he or she would expect the utility to earn. If an investor

believes that a ut i l i ty 's book value (i.e. the ut i l i ty 's earning base) wil l

increase, then he or she would expect the return on the utility's common

stock to increase. If  this positive trend in book value continues over an

extended period of time, an investor would have a reasonable expectation

for sustained long-term growth.

7

8

9

10

11

12

Please provide an example of how external financing affects a utility's

book value of equity.

As I explained earlier, one way that a utility can increase its equity is by

selling new shares of common stock on the open market. If these new

shares are purchased at prices that are higher than those shares sold

13 previously, the utility's book value per share will increase in value. This

14

15

16

would increase both the earnings base of  the ut i l i ty and the earnings

expectations of investors. However, if  new shares sold at a price below

the pre-saie book value per share, the af ter-sale book value per share

declines in value. If  this downward trend continues over time, investors17

18

19

20

21

22

might view this as a decline in the utility's sustainable growth rate and will

have lower expectations regarding growth. Using this same logic, if a new

stock issue sells at a price per share that is the same as the pre-sale book

value per share, there would be no impact on either the utility's earnings

base or investor expectations.

23

Q.

A.

16
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1 Please explain how the external component of  the DCF growth rate is

determined.2

3 In his book,

4

5

The Cost of Capital to a Public Utility,5 Dr. Gordon (the

individual responsible for the development of the DCF or constant growth

model) identified a growth rate that includes both expected internal and

6 The mathematical expression for Dr.

7

external f inancing components.

Gordon's growth rate is as follows:

8

9

10 where: g

b11

Q = < br ) + ( av )

DCF expected growth rate,

the earnings retention ratio,

12 r the return on common equity,

13 S the fraction of new common stock sold that

14 accrues to a current shareholder, and

15 v funds raised from the sale of stock as a fraction

16

17 and v

18 where: BV

of existing equity.

1 - i ( B v ) + ( M p ) 1

book value per share of common stock, and

19 MP the market price per share of common stock.

20

5 Gordon, M.J., The Cost of Capital to a Public Utility, East Lansing, Ml: Michigan State
University, 1974, pp. 30-33.

Q.

A.

-is-

17
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1

2

Did you include the effect of external equity financing on long-term growth

rate expectations in your analysis of expected dividend growth for the DCF

model?3

4

5

6

Yes. The external growth rate estimate (sv) is displayed on Page 1 of

Schedule WAR-4, where it is added to the internal growth rate estimate

(br) to arrive at a final sustainable growth rate estimate.

7

8

9

Please explain why your calculation of external growth on page 2 of

Schedule WAR-4, is the current market-to-book ratio averaged with 1.0 in

10

11

12

13

the equation [(M + B) + 1] + 2.

The market price of a utility's common stock will tend to move toward book

value, or a market-to-book ratio of 1.0, if regulators allow a rate of return

that is equal to the cost of capital (one of the desired effects of regulation).

14 As a result of this situation, I used [(M B) + 1] + 2 as opposed to the

15

16

current market-to-book ratio by itself to represent investor's expectations

that, in the future, a given utility will achieve a market-to-book ratio of 1.0.

17

18 Has the Commission ever adopted a cost of capital estimate that included

19

20 Yes.

21

22

this assumption?

In the recent Southwest Gas Corporation rate cases, the

Commission adopted the recommendations of ACC Staff's cost of capital

witness, Stephen Hill, who I noted earlier in my testimony. In that case,

e Decision No. 68487, Dated February 23, 2006 (Docket No. G-01551A-04-0876)

Q.

A.

Q.

A.

Q.

A.

18



Direct Testimony of William A. Rigsby
Docket No. SW-02519A-06-0015

1 Mr. Hill used the same methods that I have used in arriving at the inputs

His f ina l recommendat ion for Southwest  Gas2 f o r  t he  DCF mode l .

3

4

5

Corporation was largely based on the results of his DCF analysis, which

incorporated the same valid market-to-book ratio assumption that l have

used consistently in the DCF model as a cost of capital witness for RUCO.

K

6

7

8

9

10

11

12

How did you develop your dividend growth rate estimate?

I analyzed data on two separate proxy groups. A water company proxy

group comprised of four publicly traded water companies and a natural

gas  p roxy  g roup  cons is t ing  o f  e igh t  na tu ra l  gas  loca l  d is t r ibu t ion

companies ("LDC") which have similar operating characteristics to water

providers.

13

14

15

16

17

18

19

20

21

22

Why did you use a proxy group methodology as opposed to a direct

analysis of Gold Canyon?

One of the problems in performing this type of analysis is that the utility

applying for a rate increase is not always a publicly traded company, as is

the case with Gold Canyon itself. Although shares of the Algonquin Fund,

the mutual fund that Gold Canyon is included in, are traded on the Toronto

Stock Exchange, there is no financial data available on dividends paid on

publicly held shares of Gold Canyon. Consequently it was necessary to

create a proxy by analyzing publicly traded water companies with similar

risk characteristics.23

Q.

A.

Q.

A.

\ 19
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1

2

Are there any other advantages to the use of a proxy?

Yes. As I noted earl ier,  the U.S.  Supreme Court  ru led in  the Hope

3 d e c i s i o n  t h a t  a  u t i l i t y  i s  e n t i t l e d  t o  e a rn  a  ra t e  o f  re t u rn  t h a t  i s

commensura te  wi th  the  re tu rns on  investments  o f  o ther  f i rms wi th4

5

6

7

8

comparable risk. The proxy technique that I have used derives that rate of

return. One other advantage to using a sample of  companies is that it

reduces the possible impact that any undetected biases, anomalies, or

measurement errors may have on the DCF growth estimate.

9

10

11

12

13

14

In determining your dividend growth rate estimates, both you and the

Company's witness analyzed the data on publicly traded water utilit ies.

Why did you and the Company witness analyze only publicly traded water

utilities as opposed to firms that provide wastewater service?

The use of water utilities was necessitated by the fact that there is a lack

of f inancial and market information available on stand-alone wastewater15

16

17

utilities. This in itself is not a problem, given the fact that both water and

wastewater utilities share similar risk characteristics. Both types of utilities

18 provide a basic service for which there are no substitutes and are also

19 subject to strict federal and state regulations.

20

21

22

23

A.

Q.

Q.

A.

20
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1

2

3

4

5

6

7

9

10

11

12

What criteria did you use in selecting the companies that make up your

water company proxy for Gold Canyon?

Three of the water companies used in the proxy are publicly traded on the

New York Stock Exchange ("NYSE"), and one of them, Southwest Water

Company is traded over the counter through the National Association of

Securities Dealers Automated Quotation System ("NASDAQ"). All four

water companies are followed by The Value Line Investment Survey

("Value Line") and are the same companies that comprise Value Line's

large capitalization Water Utility industry segment of the U.S. economy

(Attachment B contains Value Line's April 28, 2006 update of the water

utility industry and evaluations of the four water companies used in my

proxy).

13

14

15

16

17

18

19

20

21 Each of  these water

22

What companies comprise your water company proxy group?

My water company proxy group includes American States Water

Company (stock ticker symbol "AWR"), Aqua America, Inc. ("WTR"),

formerly known as Philadelphia Suburban Corporation, and California

Water Service Group ("CWT"). The fourth water company, Southwest

Water Company ("SWWC"), is a relatively new addition to Value Line's

water industry segment and debuted in the October 28, 2005 edition of

Value Line's Ratings and Reports publication.

companies face the same types of risk that Gold Canyon faces. For the

Q.

A.

A.

Q.

21



Direct Testimony of William A. Rigsby
Docket No. SW-02519A-06-0015

1 sake of brevity, I will refer to each of these companies by their appropriate

2 stock ticker symbols henceforth.

3

4 Briefly describe the areas served by the companies in your water

5

6

7

8

company sample proxy.

In addition to providing water service to residents of Fountain Hills,

Arizona, through its wholly owned subsidiary Chaparral City Water

Company, AWR serves communities located in Los Angeles, Orange and

9 San Bernardino counties in California. CWT provides service to

10 customers in seventy-five communities in California, New Mexico and

11 Washington. CWT's principal service areas are located in the San

12

13

14

15

16

17

Francisco Bay area, the Sacramento, Salinas and San Joaquin Valleys

and parts of Los Angeles. SWWC owns and manages regulated systems

in California, New Mexico, Oklahoma and Texas. WTR, is a holding

company for a large number of water and wastewater utilities operating in

nine different states including Pennsylvania, Ohio, New Jersey, Illinois,

Maine, North Carolina, Texas, Florida and Kentucky.

18

19 Are these the same water companies that Gold Canyon used in its

20

21

22

23

application?

With the exception of SWWC, Gold Canyon's cost of capital witness, Mr.

Thomas J. Bourassa, used the same water companies that I included in

my proxy. In addition to these three companies, Mr. Bourassa also used

Q.

A.

A.

Q.

22
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1 three other water companies that are included in Value Line's Small and

2 Mid Cap Edition.

3

4

5

6

7

8

9

10

Why did you exclude the water companies that are followed in Value

Line's Small and Mid Cap Edition?

Value Line does not provide the same type of forward-looking information

(i.e. long-term estimates on return on common equity and share growth)

on small and mid-cap companies that it provides on the four water

companies that l used in my proxy. Consequently, these water companies

are not as suitable as the ones that l have used in my analysis.

11

12

13

14

15

16

17

18

19

20

What criteria did you use in selecting the natural gas LDC's included in

your proxy for Gold Canyon?

As are the water companies that l just described, each of the natural gas

LDC's used in the proxy are publicly traded on a major stock exchange (all

eight trade on the NYSE) and are followed by Value Line. Each of the

eight LDC's are tracked in Value Line's natural gas (distribution) industry

segment. All of the companies in the proxy are engaged in the provision

of regulated natural gas distribution services. Attachment C of my

testimony contains Value Line's most recent evaluation of the natural gas

21 proxy group that I used for my cost of common equity analysis.

22

7 Connecticut Water Service, Inc., Middlesex Water Company and SJW Corp.

A.

Q.

Q.

A.

23
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1

2

3

4

5

6

7

8

What companies are included your natural gas sample proxy?

The eight natural gas LDC's included in my proxy (and their NYSE ticker

symbols) are AGL Resources, Inc. ("ATG"), Cascade Natural Gas

Corporation ("CGC"), Laclede Group, Inc. ("LG"), Northwest Natural Gas

Co. ("NWN"), Peoples Energy Corporation ("PGL"), South Jersey

Industries, Inc. ("SJl") Southwest Gas Corporation ("SWX"), which is the

dominant natural gas provider in Arizona and recently had a rate

application before the ACC, and WGL Holdings, Inc. ("WGL"),

g

10

11

12

13

14

15

16

17

18

Brief ly describe the regions of the U.S. served by the eight natural gas

LDC's that make up your sample proxy.

The eight LDC's listed above provide natural gas service to customers in

the Middle Atlantic region (i.e. SJI which serves southern New Jersey and

WGL which serves the Washington D.C. metro area), the Southeast (i.e.

ATG which serves Virginia, southern Tennessee and the Atlanta, Georgia

area), the Midwest (i.e. PGL which provides service to Chicago and its

suburbs respectively and LG, which serves the St. Louis area), and the

Pacific Northwest (i.e. CGC and NWN which serve Washington state and

19 Oregon). Portions of Arizona, Nevada and California are served by SWX.

20

21 Did the Company's witness also perform a similar analysis using natural

22

23

A.

Q.

Q.

A.

Q.

A.

gas LDC's?

No, he did not.
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Please explain your DCF growth rate calculations for the sample

companies used in your proxy

Schedule WAR-5 provides retention ratios, returns on book equity, internal

growth rates, book values per share, numbers of shares outstanding, and

the compounded share growth for each of the utilities included in the

sample for the historical observation period 2001 to 2005 for both the

water industry, and for the natural gas industry. Schedule WAR-5 also

includes Value Line's projected 2006, 2007, and 2009-11 values for the

retention ratio, equity return, book value per share growth rate, and

number of shares outstanding for the companies in both industries

Please describe how you used the information displayed in Schedule

WAR-5 toestimate each comparable utility's dividendgrowth rate

an example.

component that I evaluated was the internal growth rate. I used the "b x r

In explaining my analysis, I will use American States Water Company

(NYSE symbol AWR) as The first dividend growth

formula (described on pages 9 and 10) to multiply AWR's earned return on

common equity by its earnings retention ratio for each year in the 2001 to

2005 observation period to derive the utility's annual internal growth rates

I used the mean average of this five-year period as a benchmark against

which I compared the projected growth rate trends provided by Value Line

Because an investor is more likely to be influenced by recent growth

trends, as opposed to historical averages, the five-year mean noted earlier

25
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1

2

3

was used only as a benchmark figure. As shown on Schedule WAR-5,

Page 1, AWR had sustainable internal growth that averaged 1.99 percent

over the course of the 2001 to 2005 observation period. This reflects a

4 downward trend that occurred during the 2002 2003 period. AWR

5

6

7

8

9

10

11

rebounded f rom negative growth of  0.72% in 2003 to 1.01% in 2004.

Value Line is predict ing an increase to 3.17% for 2006 with lowered

projected increases ranging f rom 3.72% in 2007 to 4.20% during the

2009-11 time frame. After weighing Value Line's lowered 8.00% earnings

and 1.00% dividend projections, I have decreased my previous estimate

from a 6.00% rate of growth to a 4.25% rate of growth, which is still within

the realm of possibility for AWR.

12

13 Please continue with the external growth rate component portion of your

14

15

16

17

18

19

analysis.

Schedule WAR-5 demonstrates that the pattern of  share's outstanding

increased from 15.12 million to 16.80 million during the 2001 to 2005 time

frame. Despite this share growth of 2.67 percent during the observation

period, Value Line is predicting that this level will increase 17.50 million in

2006 to 20.50 million by the end of 2011. Based on this data, I believe

20

21

22

that a 4.00% growth in shares is not unreasonable for AWR. My final

dividend growth rate estimate for AWR is 6.81 percent (4.25 percent

internal + 2.56 percent external) and is shown on Page 1 of Schedule

23 WAR-4.

A.

Q.
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1

2

3

4

What is your average dividend growth rate estimate using the DCF model

for the sample water utilities?

Based on the DCF model, my average dividend growth rate estimate is

7.01 percent as displayed on page 1 of Schedule WAR-4.

5

6

7

Did you use the same approach to determine an average dividend growth

rate for the proxy comprised of natural gas LDC's?

8 Yes.

9

10

11

12

13

What is your average dividend growth rate estimate using the DCF model

for the sample natural gas utilities?

Based on the DCF model, my average dividend growth rate estimate is

4.46 percent, which is also displayed on page 1 of Schedule WAR-4.

14

15

16

17

How does  you r  ave rage  d iv idend  g rowth  ra te  es t ima tes  on  wa te r

companies compare to the growth rate data published by Value Line and

other analysts?

18

19

20

21

22

In  the  case  o f  t he  wa te r  compan ies ,  my  es t ima te  f a l l s  be low the

projections of analysts at both Zacks Investment Research, Inc. ("Zacks")

and Value Line. Schedule W AR-6 compares my sustainable growth

estimates with the five-year projections of both Zacks (Attachment D) and

Value Line. The 7.01 percent estimate that l have calculated is 37 basis

23 points lower than the projected 5-year EPS average of 7.38 percent for

A.

A.

A.

Q.

A.

Q.

Q.

Q.
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1

2

3

4

5

6

7

8

Zacks, and 20 basis points lower than the 7.21 percent projection by

Value Line (which is an average of EPS, DPS and BVPS). However, my

7.01 percent growth estimate is 92 basis points higher than the Value Line

and Zacks averages that include Value Line's historic dividend per share

estimates. My 7.01 percent estimate is also 136 basis points higher than

the 5.65 percent Value Line 5-year compound historical average also

displayed in Schedule WAR-6. This indicates that investors are expecting

increased performance from water utilities in the future. On balance, l

g

10

would say my 7.01 percent estimate is a fair representation of the growth

projections that are available to the investing public.

11

12

13

How does your average dividend growth rate estimates on natural gas

LDC's compare to the growth rate data published by Value Line and other

14 analysts?

15

16

17

In regard to the natural gas LDC's, my 4.46 percent estimate falls 46 basis

points below the projections of analysts at Zacks, but only 15 basis points

lower than Value Line. However, as can also be seen on Schedule WAR-

18

19

20 4

21

22

23

6, the 4.46 percent estimate that I have calculated is 8 basis points higher

than the 4.38 percent average of the projected 5-year EPS means of 4.92

percent for Zacks and 4.61 percent by Value Line (which is an average of

Eds, DPS and BVPS). My 4.46 percent growth estimate is also 189 basis

points higher than the 2.57 percent f ive-year historical average of Value

L ine data  on EPS,  DPS and BVPS. As with water companies, th is

Q.

A.
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1

2

indicates that investors are expecting increased performance from natural

gas distribution companies in the future. In the case of the LDC's I would

3

4

5

say tha t  my 4 .46 percent  est imate ,  wh ich  is  c loser to  Va lue L ine 's

projections than to Zack's estimates, is a fairly good representation of the

growth projections presented by securities analysts at this point in time.

6

7

8

9

10

11

12

13

14

15

16

How did you calculate the dividend yields displayed in ScheduleWAR-3?

For both the water companies and the natural gas LDC's I used the

estimated annual dividends, for the next twelve-month period, that

appeared in Value Line's April 28, 2006 Ratings and Reports water

services industry update and Value Line's March 17, 2006 Ratings and

Reports natural gas (Distribution) update. l then divided those figures by

the eight-week average price per share of the appropriate utility's common

stock. The eight-week average price is based on the daily closing stock

prices for each of the companies in my proxies for the period March 27,

2006 to May 19, 2006.

17

18

19

Based on the results of  your DCF analysis, what is your cost of  equity

capital estimate for the water and natural gas companies included in your

20

21

22

23

sample?

As shown in Schedule WAR-2, the cost of equity capital derived from my

DCF analysis is 9.04 percent for the water companies and 9.10 percent for

the natural gas LDC's.

A.

Q.

Q.

A.
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1 Capital Asset Pricing Model (CAPM) Method

Please explain the theory behind the capital asset pricing model ("CAPM")

and why you decided to use it as an equity capital valuation method in this

proceeding

CAPM is a mathematical tool that was developed during the early 1960's

by William F. Sharpe", the Timken Professor Emeritus of Finance at

Stanford University, who shared the 1990 Nobel Prize in Economics for

research that eventually resulted in the CAPM model. CAPM is used to

analyze the relationships between rates of return on various assets and

risk as measured by beta." In this regard, CAPM can help an investor to

determine how much risk is associated with a given investment so that he

or she can decide if that investment meets their individual preferences

Finance theory has always held that as the risk associated with a given

investment increases, so should the expected rate of return on that

investment and vice versa. According to CAPM theory, risk can be

classified into two specific forms: nonsystematic or diversifiable risk, and

systematic or non-diversifiable risk While nonsystematic risk can be

virtually eliminated through diversification (i.e. by including stocks of

various companies in various industries in a portfolio of securities)

William F. Sharpe, "A Simplified Model of Portfolio Analysis," Manaqement Science, Vol. 9, No
2 (January 1963), pp, 277-93

Beta is defined as an index of volatility, or risk, in the return of an asset relative to the return of
a market portfolio of assets. it is a measure of systematic or non-diversifiable risk. The returns
on a stock with a beta of 1.0 will mirror the returns of the overall stock market. The returns on
stocks with betas greater than 1.0 are more volatile or riskier than those of the overall stock
market: and if a stock's beta is less than 1.0, its returns are less volatile or riskier than the overall
stock market
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1

2

3

4

systematic risk, on the other hand, cannot be eliminated by diversification.

Thus, systematic risk is the only risk of importance to investors. Simply

stated, the underlying theory behind CAPM states that the expected return

on a given investment is the sum of a risk-free rate of return plus a market

5 risk premium that is proportional to the systematic (non-diversifiable risk)

associated with that investment. In mathematical terms, the formula is as6

7 follows:

g

10 whe re : k

k=rf+[f3(rm-rf)]

cost of capital of a ~given security,

risk-free rate of return ,11 ff

12 B beta coefficient, a statistical measurement of a

13

14 rm

15 rm ' if =

security's systematic risk,

average market return (e.g. S&P 500), and

market risk premium.

16

17 What security did you use for a risk-free rate of return in your CAPM

18

19

20

analysis?

I used a six-week average on a 91-day Treasury Bill ("T-Bill") rate.1° This

resulted in a risk-free (rf) rate of return of 4.74 percent.

21

lo A six-week average was computed for the current rate using 91-day T-Bill quotes listed in
Value Line's Selection and Opinion newsletter from April 14, 2006 to May 19, 2006.

A.

Q.

r
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1 Why did you use the short-term T-Bill rate as opposed to the yield on an

intermediate 5-year Treasury note or a long-term 30-year Treasury bond?

Because a 91-day T-Bill presents the lowest possible total risk to an

investor. As citizens and investors, we would like to believe that U.S

Treasury securities (which are backed by the full faith and credit of the

United States Government) pose no threat of default no matter what their

However, a comparison of various Treasurymaturity dates are

instruments will reveal that those with longer maturity dates do have

slightly higher yields. Treasury yields are comprised of two separate

components," a true rate of interest (believed to be approximately 2.00

percent) and an inflationary expectation. When the true rate of interest is

subtracted from the total treasury yield, all that remains is the inflationary

expectation. Because increased inflation represents a potential capital

loss, or risk, to investors, a higher inflationary expectation by itself

represents a degree of risk to an investor. Another way of looking at this

is from an opportunity cost standpoint. When an investor locks up funds in

long-term T-Bonds, compensation must be provided for future investment

opportunities foregone. This is often described as maturity or interest rate

risk and it can affect an investor adversely if market rates increase before

the instrument matures (a rise in interest rates would decrease the value

of the debt instrument). As discussed earlier in the DCF portion of my

As a general rule of thumb, there are three components that make up a given interest rate or
rate of return on a security: the true rate of interest, an inflationary expectation, and a risk
premium. The approximate risk premium of a given security can be determined by simply
subtracting a 91-day T-Bill rate from the yield on the security

Q.
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1

2

3

4

testimony, this compensation translates into higher rates of returns to the

investor. Since a 91-day T-Bill presents the lowest possible total risk to an

investor, it more closely meets the definition of a risk-free rate of return

and is the more appropriate instrument to use in a CAPM analysis.

5

6

7

8

9

10

11

12

13

How d id  you ca lcu la te  the market  r isk premium used in  your CAPM

analysis?

I used both a geometric and an arithmetic mean of the historical returns on

the S8tp 500 index from 1926 to 2005 as the proxy for the market rate of

return (rm). The risk premium (rm - rf) that results by using the geometric

mean calculat ion for rm is equal to 5.66 percent (10.40% - 4.74% =

5.56%). The risk premium that results by using the arithmetic mean

calculation for rm is 7.56 percent (12.30% - 4.74% = 7.56%).

14

15
S

16

17

18

19

How did you select the beta coef f icients that were used in your CAPM

analysis?

The beta coef f ic ients (B),  for the individual ut i l i t ies used in both my

proxies, were calculated by Value Line and were current as of April 28,

2006 for the water companies and March 17, 2006 for the natural gas

20 LDC's. Value Line calculates its betas by using a regression analysis

21

22

23

between weekly percentage changes in the market price of the security

being analyzed and weekly percentage changes in the NYSE Composite

index over a five-year period. The betas are then adjusted by Value Line

A.

Q.

Q.

A.
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1 The  be ta

2

3

4

5

for the i r  long-te rm tendency to  converge toward 1.00.

coef f ic ients for the service providers included in my water company

sample ranged from 0.70 to 0.80 with an average beta of 0.74. The beta

coefficients for the LDC's included in my natural gas sample ranged from

0.65 to 0.90 with an average beta of 0.78.

6

7

8

9 l

10

11

12

13

14

15

16

17

18

19

20

21

What are the results of your CAPM analysis?

As shown on pages 1 and 2 of Schedule WAR-7, my CAPM calculation

using a geometric mean for rm results in an average expected return of

8.92 percent for the water companies and 9.20 percent for the natural gas

LDC's. My calculation using an arithmetic mean results in an average

expected return of 10.32 percent for the water companies and 10.69

percent for the natural gas LDC's. Although lbbotson Associates, the

publishers of the SBBl Yearbook (from which the aforementioned

historical data was obtained) favor the arithmetic mean, which generally

produces higher results than a geometric mean, the geometric mean

produces a truer picture of gains and losses over a period of time. In

regard to my water company sample in this case, my 9.04 percent DCF

result falls within the estimates obtained from my CAPM analysis. In

regard to the LDC sample, my 9.10 percent DCF falls 10 basis points

below the range of CAPM gas industry results.

22

A.

Q.
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1 Please summarize the results derived under each of the methodologies

2

3

presented in your testimony.

The following is a summary of the cost of equity capital derived under

each methodology used:

METHOD RESULTS

4

5

6

7

8

9

10

11

DCF (Water Sample)

DCF (Natural Gas Sample)

CAPM (Water Sample)

CAPM (Natural Gas)

9.04%

9.10%

8.92% - 10.32%

9.20% - 10.69%

12

13

Based on these results, my best estimate of an appropriate range for a

cost of common equity for Gold Canyon is 8.92 percent to 10.69 percent.

My final recommendation for Gold Canyon is 9.04 percent.

14

15 Q How did you arrive at your recommended 9.04 percent cost of common

16

17

18

equity?

My recommended 9.04 percent cost of common equity is the result of my

DCF analysis for water companies.

19

20

21

22

23

24

Is this the method that you have typically used to determine the cost of

equity capital in prior rate case proceedings?

Typically yes. With a few exceptions I have generally used the results

obtained from the DCF model as a basis for my final recommended cost of

equity capital while using the CAPM in a supporting role.

A.

Q.

A.

A.

Q.
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1 Current Economic Environment

Please explain why it is necessary to consider the current economic

environment when performing a cost of equity capital analysis for a

regulated utility

Consideration of the economic environment is necessary because trends

in interest rates, present and projected levels of inflation, and the overall

state of the U.S. economy determine the rates of return that investors earn

on their invested funds. Each of these factors represent potential risks

that must be weighed when estimating the cost of equity capital for a

regulated utility and are, most often, the same factors considered by

individuals who are investing in non-regulated entities also

Please discuss your analysis of the current economic environment

My analysis includes a brief review of the economic events that have

occurred since 1990. Schedule WAR-8 displays various economic

indicators and other data that I will refer to during this portion of my

testimony

In 1991, as measured by the most recently revised annual change in

gross domestic product ("GDP"), the U.S. Economy experienced a rate of

growth of negative 0.20 percent. This decline in GDP marked the

beginning of a mild recession that ended sometime before the end of the

first half of 1992. Reacting to this situation, the Federal Reserve Board
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("Federal Reserve" or "Fed"), then chaired by noted economist Alan

Greenspan, lowered its benchmark federal funds rate" in an effort to

further loosen monetary constraints an action that resulted in lower

interest rates

During this same period, the nation's major money center banks followed

the Federal Reserve's lead and began lowering their interest rates as well

By the end of the fourth quarter of 1993, the prime rate (the rate charged

by banks to their best customers) had dropped to 6.00 percent from a

1990 level of 10.01 percent. In addition, the Federal Reserve's discount

rate on loans to its member banks had fallen to 3.00 percent and short

term interest rates had declined to levels that had not been seen since

Although GDP increased in 1992 and 1993, the Federal Reserve took

steps to increase interest rates beginning in February of 1994, in order to

keep inflation under control. By the end of 1995, the Federal discount rate

had risen to 5.21 percent. Once again, the banking community followed

the Federal Reserve's moves. The Fed's strategy, during this period, was

to engineer a "soft landing." That is to say that the Federal Reserve

wanted to foster a situation in which economic growth would be stabilized

without incurring either a prolonged recession or runaway inflation

The interest rate charged by banks with excess reserves at a Federal Reserve district bank to
banks needing overnight loans to meet reserve requirements. The federal funds rate is the most
sensitive indicator of the direction of interest rates, since it is set daily by the market, u.nlike the
prime rate and the discount rate, which are periodically changed by banks and by the Federal
Reserve Board, respectively
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Did the Federal Reserve achieve its goals during this period?

The Fed's strategy of decreasing interest rates to stimulate the economy

worked. The annual change in GDP began an upward trend in 1992. A

change of 4.50 percent and 4.20 percent were recorded at the end of

1997 and 1998 respectively. Based on daily reports that were presented

in the mainstream print and broadcast media during most of 1999, there

appeared to be little doubt among both economists and the public at large

that the U.S. was experiencing a period of robust economic growth

highlighted by low rates of unemployment and inflation. Investors, who

believed that technology stocks and Internet company start-ups (with little

or no history of earnings) had high growth potential, purchased these

types of issues with enthusiasm. These types of investors, who exhibited

what former Chairman Greenspan described as "irrational exuberance

pushed stock prices and market indexes to all time highs from 1997 to

17 What has been the state of the economy since 2001?

20

The U.S. economy entered into a recession around the end of the first

quarter of 2001. The bullish trend, which had characterized the last half of

the 1990's, had already run its course sometime during the third quarter of

2000. Economic data released since the beginning of 2001 had already

been disappointing during the months preceding the September 11, 2001

terrorist attacks on the World Trade Center and the Pentagon. Slower

Q.
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1

3

4

5

6

growth figures, rising layoffs in the high technology manufacturing sector,

and falling equity prices (due to lower earnings expectations) prompted

the Fed to begin cutting interest rates as it had done in the early 1990's.

The now infamous terrorist attacks on New York City and Washington

D.C. marked a defining point in this economic slump and prompted the

Federal Reserve to continue its rate cutting actions through December

7 2001 u Prior to the 9/11 attacks, commentators, reporting in both the

8

9

mainstream financial press and various economic publications including

Value Line, believed that the Federal Reserve Chairman was cutting rates

10

11

in the hope of avoiding the recession that the U.S. is still in the process of

recovering from.

12

13

14

15

16

17

18

19

20

21

22

23

Despite several intervals during 2002 and 2003 in which the Federal Open

Market Committee ("FOMC") decided not to change interest rates, moves

which indicated that the worst may be over and that the current recession

might have bottomed out during the last quarter of 2001, a lackluster

economy persisted. The continuing economic malaise and even fears of

possible deflation prompted the FOMC to make a thirteenth rate cut on

June 25, 2003. The quarter point cut reduced the federal funds rate to

1.00 percent, the lowest level in 45 years.

Even though some signs of economic strength, that were mainly attributed

to consumer spending, began to crop up during the latter part of 2002 and

into 2003, Chairman Greenspan appeared to be concerned with sharp

declines in capital spending in the business sector.

2
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2

3

During the latter part of 2003, the FOMC went on record as saying that it

intended to leave interest rates low "for a considerable period." After its

two-day meeting that ended on January 28, 2004, the FOMC announced

4

5

"that with inflation 'quite low' and plenty of excess capacity in the

'can be patient in removing its policy

6

economy, policy-makers

accommodation.n113

7

What actions has the Federal Reserve taken in terms of interest rates

9

10

11

12

13

14

15

since the beginning of 2001?

As noted earlier, from January 2001 to June 2003 the Federal Reserve cut

interest rates a total of thirteen times. During this period, the federal funds

rate fell from 6.50 percent to 1.00 percent. The FOMC reversed this trend

on June 29, 2004 and raised the federal funds rate 25 basis points to 1.25

percent. Between June 29, 2004 and January 31, 2006, the FOMC raised

the federal funds rate thirteen more times to a level of 4.50 percent. The

16

17

18

to

FOMC's January 31, 2006 meeting marked the final appearance of Alan

Greenspan, who had presided over the rate setting body for a total of

eighteen years. On that same day, Greenspan's successor, Ben

Bernanke, the former chairman of the President's Council of Economic

20

21

22

Advisers and a former Fed governor under Greenspan from 2002 to 2005,

was confirmed by the U.S. Senate to be the new Fed chief. As expected

by Fed watchers, Chairman Bernanke picked up where his predecessor

13 Wolk, Martin, "Fed leaves shol1-term rates unchanged," MSNBC, January 28, 2004.

A.

Q.
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1

2

left off and increased the federal funds rate by 25 basis points during the

FOMC meetings held on March 28, 2006 and May 10, 200614 for a total of

sixteen consecutive rate increases3

4

5 What has been the reaction to the latest Fed action on interest rates under

6 Chairman Bernanke?

7

8

9

10

11

12

13

14

15

16

17

As in the past, banks followed the Fed's lead once again and boosted the

prime rate to a level of 8.00 percent, which is 300 basis points higher than

the new target federal funds rate of 5.00 percent. According to an article

that appeared in the December 2, 2004 edition of The Wall Street Journal,

the FOMC's decision to begin raising rates two years ago was viewed as a

move to increase rates from emergency lows in order to avoid creating an

inflation p r o b l e m  i n  t h e  f u t u r e  a s  o p p o s e d  t o  s l o w i n g  d o w n  t h e

strengthening economy15. In other words, the Fed was trying to head off

inflation before it became a problem.

Since it began increasing the federal funds rate in June 2004, the Federal

Reserve had stated that it would increase rates at a "measured" pace.

18

19

20

Many analysts and economists interpreted this language to mean that

former Chairman Greenspan would be cautious in increasing interest rates

too quickly in order to avoid what is considered to be one of the Fed's few

A.

Q.

14 up, Greg, "Fed Raises Rates, Keeps Its Options Open for Future,"The Wall Street Journal, May
11, 2006.
is McKinnon, John D. and Greg IP, "Fed Raises Rates by a Quarter Point," The Wall Street
Journal, September 22, 2004.
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blunders during Greenspan's tenure a series of increases in 1994 that

caught the financial markets by surprise after a long period of low rates

The rapid rise in rates resulted in financial turmoil, which contributed to the

bankruptcy of Orange County, California and the Mexican peso crisis

6 Putting this all into perspective, how have the Fed's actions since 2001

affected benchmark rates?

Despite recent increases by the FOMC, interest rates and yields on U.S

Treasury instruments are for the most part still at historically low levels

The Fed's actions have also had the overall effect of reducing the cost of

many types of business and consumer loans. With the exception of the

federal discount rate (the rate charged to member banks), which has

increased to 6.00 percent from 5.73 percent in 2000, the other key interest

rates (i.e. the prime rate and the federal funds rate) are still below their

year-end 2000 levels

17

20

What has been the trend in other leading interest rates over the last year?

As of May 26, 2006, all of the leading interest rates have moved up, The

prime rate has increased from 6.00 percent a year ago to its current level

of 8.00 percent. The benchmark federal funds rate, just discussed, has

increased from 3.00 percent, in May 2005, to its current level of 5.00

percent (the result of the sixteen quarter point increases noted earlier)

Associated Press (AP), "Fed begins debating interest rates" USA Today, June 29, 2004

Q.

Q.
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2

3

4

5

6

7

8

9

10

The yields on all maturities of U.S. Treasury instruments have increased

over the past year. A previous trend, described by former Chairman

Greenspan as a "conundrum"17, in which long-term rates fell as short-term

rates increased thus creating the f lat yield curve that currently exists

(Attachment E), appears to have ended. The 91-day T-bill rate, used in

my CAPM analysis, increased f rom 2.86 percent, in May 2005, to 4.82

percent as of May 26, 2006. The 1-Year Treasury Constant Maturityrate

also increased f rom 3.29 percent over the past year to 4.99 percent.

Again, for the most part, these levels are still lower than corresponding

yields during the early nineties (as can be seen on Schedule WAR-8).

11

12 How have economists and members of the investment community viewed

13 the Fed's rate actions since June 2004?

14

15

16

17

18

19

20

21

22

The change in the Fed's language from "considerable period" to "patient"

to "measured," that have been noted through the course of my testimony,

has pre t ty  much summed up the  Fed 's  course  o f  act ion  dur ing  the

economic recovery that is still in progress. In his October 2004 column for

Wells Capital Management's ("Wells") Monthly Market Outlook publication,

Senior Economist Gary E. Schlossberg viewed the Fed's credit tightening

action as a trend that would likely continue barring an unraveling of the

economic recovery,  a major d isrupt ion in  the f inancia l  markets or a

renewed threat of declining prices. Mr. Schlossberg believed then that the

17 Wolk, Martin, "Greenspan wrestling with rate 'conundrum'," MSNBC, June 8, 2005.

A.

Q.
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Fed was determined to engineer a fundamental shift from its past policy of

aggressive accommodation" to what he considered to be a more "neutral

policy stance (determined by both the rate of inflation and an additional

premium" of possibly 1.00 percent to 1.50 percent) via a series of rapid

fire quarter-point (i.e. 25 basis points) increases that will result in a federal

funds rate of 4.00 percent to 4.50 percent by the end of 2005. Mr

Schlossberg's expectation of future incremental increases in the federal

funds rate was also shared at the time by Mickey Levy, Chief Economist

for Bank of America, and by Value Line analysts. In the October 1, 2004

edition of Value Line's "Selection 8¢ Opinion" publication, Value Line's

analysts stated that they believed that the Fed was following a prudent

course. in their opinion the Fed's interest rate cutting helped to avoid a

more serious recession and the Fed's present course of action will help to

insure that the current upturn in the economy is sustained while keeping

inflation low and under control at the same time

What is the current outlook for interest rates, inflation, and the economy

Reports in the mainstream financial press have focused on recent

increasing concerns over inflation. In an article published in the June 1

2006 edition of The Wall Street Journal, correspondent Greg up described

how Federal Reserve officials debated over whether to leave rates

unchanged or to boost the federal funds rate by 50 basis points during the

recent Fed gathering noted earlier. According to the minutes of the May
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1

2

3

4

5

10, 2006 FOMC meeting, members of the rate-setting body concluded that

a 25 basis point increase "was appropriate today to keep inflation from

rising and promote sustainable economic expansion." Mr. up went on to

say how, with the exception of one member's preference not to raise rates

at all after Hurricane Katrina last summer, this was the first time since the

6 Fed began raising interest rates in June 2004 that anything other than a

7 quarter point increase in rates was contemplated.

Analysts at Value Line are forecasting moderate economic growth over

the last half of 2006. The June 2, 2006 Value Line Selection and Opinion

10 publication offered this outlook:

11

12
13
14
15
16
17
18

"The likely 2006 - 2007 moderation in business activity will probably
encourage the Federal Reserve to stop raising interest rates before
much longer. Our feeling is that the Fed may increase borrowing
costs at its late-June Federal Open Market Committee meeting and
and perhaps one more time after that. By this fall, we would expect
the Fed to opt for a stable rate policy, before starting to lower
rates, in response to slowing GDP growth, by early-to-mid-2007."

19

20

21

22

23

24

25

26

How has the water industry segment of the U.S. economy fared recently?

in his April 28, 2006 update on the water services industry, Value Line

analyst Andre Costanza continued to state that earnings for the water

utility industry as a whole continued to lag the earnings of most industrial

companies during 2005. Mr. Costanza attributes this problem to a

combination of rainy weather and rising infrastructure costs. Mr. Costanza

went on to state that the appeal of water company stocks to income~

oriented investors has diminished in recent months as a result of recent27

A.

Q.
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1 price appreciation and rising interest rates. According to Mr. Costanza,

2 CWT should appeal to conservative investors as a result of that

3 company's historical steady stream of income. (Attachment B).

4

5 What has been the trend in Value Line's return on common equity

6 projections for the water utility industry over the last six years?

7 Up until this year, and with the exception of 2003, Value Line's analysts

8 have been making downward projections on water industry book returns

9 on common equity ("ROE"). The following is a summary of Value Line's

10 water utility industry composite statistics on ROE, over the aforementioned

11 period, which are exhibited in Attachment F of my testimony:

Value Line Published Protected Returns 2000 - 2005

2000 2001 2003-05

Value Line ROE Projection .- Nov. 3, 2000 11.0% 11.0% 12.0%

2001 2002 2004-06

Value Line ROE Projection .- Nov. 2, 2001 10.5% 11.0% 11.5%

2002 2003 2005-07

Value Line ROE Projection - Nov. 1, 2002 10.0% 10.5% 11.5%

2003 2004 2006-08

Value Line ROE Projection - Oct. 31, 2003 10.0% 11.0% 12.0%

2004 2005 2007-09

Value Line ROE Projection - Oct. 29, 2004 9.5% 9.5% 10.0%

2005 2006 2008-10

12

13

14

15

16

17

18

19

20

21

22

23

24

25

A.

Q.
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Value Line Published Actual Returns 2001 - 2005

2001 2002 2003 2004

1

2

3

4

5

Value Line historic Returns - Oct. 28, 2005 10.7% 11.2% 8.8% 10.7%

6

7

8

9

In addition to the downward trend in projections that I just addressed, the

above summary also illustrates the fact that Value Line's analysts have

been somewhat more optimistic in their forward-looking one-year and

long-term projections. As can be seen below, Value Line's analysts have

been somewhat high in their coming year projections on RoE

I

Year
Value Line
Protected

Actual Book
Return on ROE Difference

10
11
12
13
14
15
16
17
18

2001
2002
2003
2004

11.0%
11.0%
10.5%
11.0%

10.7%
11.2%
8.8%
10.7%

-30 Basis Points
20 Basis Points

-170 Basis Points
-30 Basis Points

19

20

21

22

23

24

As can be seen above, with the exception of the 2002 operating period,

Value Line's analyst's projections on water utility ROE's from one year out

were 30 to 170 basis points higher than the actual returns booked by the

water utilities. This is why I do not rely on the face value of analyst's

projections and only use Value Line's and Zack's projections as guides in

developing my growth estimates for the DCF model.

25

26

27

28
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Please summarize how the economic data just presented relates to Gold

Canyon

If  Federal Reserve Chairman Bernanke continues to keep inf lat ion in

check, and keep it contained within his preferred range of 1 to 2 percent

Gold Canyon could look forward to relatively stable and even possibly

declining prices for goods and services, which in turn means that Gold

Canyon can expect its present operating expenses to either remain stable

or possibly decline in the coming years. Lower interest rates would also

benefit Gold Canyon in regard to any short or long-term borrowing needs

that the Company may have. Lower interest rates would further help to

accelerate growth in new construction projects and home developments in

the Company's service territories, and may result in new revenue streams

to Gold Canyon

15

16

17

After weighing the economic information that you've just discussed, do you

believe that the 9.04 percent cost of equity capital that you have estimated

is reasonable for Gold Canyon?

20

I believe that my recommended 9.04 percent cost of equity will provide

Gold Canyon with a reasonable rate of return on the Company's invested

capital when economic data on interest rates (that are still low by historical

standards), stable growth in new housing construction (attributed to still

historically low interest rates), and the outlook for contained inflation are

In, Greg, "Fed Minutes Indicate Inflation Stiil a Worry for Some Officials, " The Wall Street
Journal, February 22, 2006

Q.
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all taken into consideration. As I noted earlier, the Hope decision

determined that a utility is entitled to earn a rate of return that is

commensurate with the returns it would make on other investments with

comparable risk. I believe that my DCF analysis has produced such a

return

7 CAPITAL STRUCTURE

Have you reviewed Gold Canyon's testimony regarding the Company's

proposed capital structure?

Yes. I have

Please describe the Company's proposed capital structure

The Company is proposing a capital structure comprised of 100 percent

common equity

Is Gold Canyon's proposed capital structure in line with industry

averages?

No. Gold Canyon's capital structure is comprised entirely of equity as

opposed to the capital structures of the other water companies included in

my cost of capital analysis (Schedule WAR-9). The capital structures for

those utilities averaged 50.3 percent for debt and 49.7 percent for equity

(approximately 49.6 percent common equity 0.1 percent preferred

equity)

+
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In terms of risk, how does Gold Canyon's capital structure compare to the

water utilities in your sample?

The water utilities in my sample, from which I derived an estimated cost of

common equity of 9.04 percent versus the Company-proposed 10.50

percent, would be considered as having a higher level of financial risk (i.e

the risk associated with debt repayment) because of their higher levels of

debt. The additional financial risk due to debt leverage is embedded in the

cost of equities derived for those companies through the DCF analysis

Thus, the cost of equity derived in my DCF analysis is applicable to

companies that are more leveraged and, theoretically speaking, riskier

than a util ity such as Gold Canyon, which has no debt in its capital

structure. In the case of a publicly traded company, like those included in

my proxy, a company with Gold Canyon's level of equity would be

perceived as having extremely low to no financial risk and would therefore

also have a lower expected return on common equity. Because of this, I

believe a hypothetical capital structure that produces a lower weighted

cost of common equity is warranted for Gold Canyon

19 What capital structure are you recommending for Gold Canyon?

I am recommending a hypothetical capital structure comprised of 60

percent equity and 40 percent debt

Q.
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1 How would you respond to  the argument that  a  hypothet ica l  capita l

2 structure is not warranted in this case?

3 A. While such an argument could certainly be made, it would neither address

4 or solve the problem I alluded to earlier, which is to calculate a downward

5 adjustment to Gold Canyon's cost of common equity given the fact that my

6 cost  o f  common equ i ty  f igure  was der ived f rom a group of  sample

7 companies that face greater financial risk as a result of the level of debt in

8 their capital structures. This same issue was addressed in the Rio Rico

9 Utilities, Inc., rate case, in which the Commission recognized the fact that

10 such an adjustment was reasonable. Th is  is  ev idenced i n  t h e

11 Commission's Decision" on Rio Rico Utilities, which states the following:

12

13
14
15
16
17
18
19
20
21
22
23
24

Based on the entirety of the record, we find that Rio Rico's cost
of equity to be 8.7 percent which is approximately the midpoint
between Staff's updated estimate (8.6 percent) and RUCO's
recommendation (8.83 percent). However, the Company's capital
structure is comprised entirely of equity, at a time when the cost
of debt is low. As a result, ratepayers are penalized by the
Company's choice of a capital structure consisting of higher cost
equity. Although we are not using a hypothetical capital structure
in this case, we believe that recognition of this imbalance should
be reflected in the authorized rates of return for the wastewater
division which experienced an operating loss during the test year.

25

26

27

28

19 Decision No. 67279, Dated October 5, 2004

Q.
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1

2

3

4

5

5

What factors dictated your decision to recommend a capital structure of 60

percent common equity and 40 percent debt as opposed to the Company-

proposed capital structure containing 100 percent common equity?

Because the Company-proposed capital structure of 100 percent common

equity is not reflective of the capital structures of the sample utilities

included in my cost of equity analysis, I believe that a lower weighted cost

7 of capital, reflecting Gold Canyon's lower level of risk, is warranted. This

9
I

10

11

12

13

14

15

16

17

could be achieved by either making a direct downward estimated

adjustment to my DCF result, which reflects the financial risk of the

sample utilities, as I did in a prior case involving Rio Rico Utilities, lnc20, or

by recommending a hypothetical structure, as I did in the recent

Southwest Gas Corporation, Black Mountain Sewer Corporation and Far

West Water & Sewer Company rate cases21. By using the hypothetical

capital structure approach, a lower weighted cost of capital, that reflects

the Company's lack of financial risk, is achieved. This brings the

Company's capital structure in line with the industry average and results in

lower rates to Gold Canyon's ratepayers.

18

19

20

20 Decision No. 67279, Dated October 5, 2004

21 Decision No. 68487, Dated February 23, 2006, Docket No. SW-02361A-05-0657, and Docket
No. WS-3478A-05-0801 respectively.

Q.

A.
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1

2

3

4

5

Why are you recommending a higher 60 percent level of equity for Gold

Canyon, in your hypothetical capital structure, than the average 49.7

percent level of equity of your sample companies?

My hypothetical capital structure takes into account that Gold Canyon may

face additional business risk and for that reason l believe a higher level of

6 equity is reasonable.

7

10

11

12

13

14

15

16

17

How did you determine your hypothetical cost of debt?

As can be viewed on page 2 of Schedule WAR-1, my recommended 8.45

percent hypothetical cost of debt is an average of the weighted costs of

long-term debt of  eight publicly traded water utilit ies followed by Value

Line analysts, plus an additional 200 basis points. Four of  these water

utilities are the same ones that I described earlier and were used in my

DCF and CAPM ana lyses. The remaining four (Connect icut W ater

Service, inc., Middlesex W ater Company, SJW  Corp. and York W ater

Company) are the ones l noted earlier in my testimony that are followed in

Value Line's Small 8= Mid-Cap Edition.

18

19

20

21

Why did you add an additional 200 basis points to the average weighted

costs of debt of the eight water utilities followed by Value Line?

The 200 basis point adjustment increase takes into consideration the fact

22

23

that investor owned wastewater ut i l i t ies operat ing in Arizona are not

eligible for low cost loans made available through the Water Infrastructure

Q.

A.

A.

Q.

Q.

A.
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Finance Authority ("WIFA"). My 8.45 percent figure is also close to the

8.16 percent weighted cost of debt that I calculated for Gold Canyon's

parent, the Algonquin fund, during a recent proceeding on Black Mountain

Sewer Corporation

How does your recommended hypothetical cost of debt of 8.45 percent

compare with the current costs (i.e. interest rates or yields) associated

with different types of debt instruments?

My recommended hypothetical cost of debt of 8.45 percent is 45 basis

points higher than the most recently published prime rate of 8.00 percent

and is 217 and 186 basis points higher than the respective 6.28 percent

and 6.59 percent yields on A-rated and Baa-rated utility bonds

How does your recommended cost of equity capital compare with the cost

of equity capital proposed by the Company

The 10.50 percent cost of equity capital proposed by the Company's cost

of capital witness is 146 basis points higher than the 9.04 percent cost of

common equity (which reflects the higher financial risk of the water utilities

in my sample), that l am recommending
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How does the Company's proposed weighted cost of capital compare with

your recommendation?

As explained earlier, the Company has proposed a weighted cost of

capital of 10.50 percent. This composite figure is the result of the total

absence of debt in the Company-proposed capital structure.

Company-proposed 10.50 percent weighted cost of capital is 169 basis

The

points higher than the 8.81 percent weighted cost that I am

recommending

Please summarize why you believe that the Commission should adopt

your recommended weighted cost of capital that is the result of your

recommended hypothetical capital structure and hypothetical cost of debt

l believe that the approach that l have taken in this case is balanced in

that it provides the Company with a rate of return that meets the standards

established in the Hope and Bluefield cases while also providing lower

rates to Gold Canyon's customers. My recommended capital structure of

60 percent equity and 40 percent debt is more favorable to the Company

than the average capital structure of the water utilities in my sample

Ratepayers also benefit from my recommended weighted cost of capital

which is lower than what would have been obtained from a capital

structure comprised of 100 percent common equity. Although my 8.81

percent weighted cost of capital is lower than my recommended 9.04

percent cost of common equity, it is still favorable to the Company in that it
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is higher than what it would have been had I not made a 200 basis point

upward adjustment to the average weighted costs of debt of the water

utilities followed by Value Line or had I only used the current yields on

utility bonds. In short, I believe that I have taken a balanced approach that

has produced a rate of return that is just and reasonable and should be

adopted by the Commission

COMMENTS ON GOLD CANYON'S COST OF EQUITY CAPITAL TESTIMONY

Who estimated the Company-proposed cost of equity capital?

Mr. Thomas M. Bourassa (who I noted earlier in my testimony) estimated

the Company-proposed cost of equity capital for Gold Canyon

13 Briefly describe Dr. Bourassa's testimony

Mr. Bourassa's testimony presents a final cost of common equity estimate

of 10.50 percent for Gold Canyon based on the results of his cost of equity

analysis, which ranged from 9.20 percent to 12.90 percent. His weighted

cost of capital of 10.50 percent is the result of his proposed capital

structure of t00 percent equity

20 What methods did Mr. Bourassa use to arrive at his cost of common

21 equity'p

Mr. Bourassa used the DCF method, the risk premium method, and a

comparable earnings method. His final estimate of 10.50 percent weighs

Q.

Q.

Q.
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1 the resu l ts  obta ined wi th  these methodo log ies wi th  actua l  re turns,

2

3

authorized returns and analyst's projections on returns on book equity

over the 2005 - 2008 operating periods.

4

5

6

7

8

Did you conduct a risk premium study or a comparable earnings analysis?

No I did not. The Risk premium methodology is basically an offshoot of

the CAPM and the comparable earnings method, though used by most

analysts to some degree, has been largely replaced by forward-looking

methods such as DCF and CAPM.9

10

11

12

Do you agree with Mr. Bourassa's assertions that Gold Canyon is riskier

because it is smaller than the utilities included in his sample and operates

13 in the Arizona Jurisdiction?

14 No. Both of these arguments have been advanced by a number of utility

15 witnesses over the years and the Commission has soundly rejected both

16 arguments in every case that I have been involved in.

17

18 Please comment on Mr. Bourassa's comments on the reliability of  DCF

19

20

I

21

22

23

results because of rising utility stock prices.

A similar argument can be made for the CAPM methodology, which is

dependent on interest rates that have increased over the past year. Any

methodology for determining the cost  of  equity capita l  is subject  to

fluctuating economic conditions, such as stock prices and interest rates, at

A.

Q.

Q.

A.

A.

Q.

57



Direct Testimony of William A. Rigsby
Docket No. SW-02519A-06-0015

1

2

3

4

5

6

7

any given point in time. I believe that varying economic conditions and

their ef fects on the estimation of  a cost of  capital are a fact of  l ife for

entities that choose to engage in the regulated utility business. At the end

of the day, utilities such as Gold Canyon choose when to file for rates and

if  the possibi l i ty exists that current economic condit ions may have a

negative impact on their desired rate of  return they should refrain from

filing for rates.

9

10

11

12

13

14

15

16

17

18

Were there any differences in the way that you conducted your DCF

analysis and the way that Mr. Bourassa conducted his?

Yes, Mr. Bourassa conducted three separate DCF analyses. Each of his

DCF analyses uses a sample proxy of six water providers. His first DCF

analysis uses a one-step constant growth model that uses analyst's

estimates of long-term EPS growth for the growth (g) component in the

model. His second DCF analysis is also a one-step constant growth

model, similar to the one that l used, which includes Mr. Bourassa's

sustainable growth (br + sv) estimates for the growth component in the

model. Mr. Bourassa's third DCF analysis is a variation on the two-step or

19 multi-stage growth DCF model.

20

21

22

23

A.

Q.
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1

2

3

4

5

6 I

7

8

9

10

11

12

13

14

15

16

17

18

Why didn't you conduct a multi-stage DCF analysis like the one conducted

by Mr. Bourassa?

Primarily because the growth rate component that I estimated for my

single-stage model takes into consideration both the near-term and long-

term GDP growth rate projections that Mr. Bourassa used in his multi-

stage model. This being the case, saw no need to conduct a separate

DCF analysis. During a recent rate case involving Arizona-American

Water Company's Paradise Valley Water District22, Dr. Michael J. Vilbert,

the cost of capital consultant for Arizona-American Water Company, took

the position that the long-term GDP projections used in the multi-stage

DCF model mitigates the effect of optimism bias, which is a tendency on

the part of analysts to make overly optimistic growth estimates. In support

of his position, Dr. Vilbert cited of a 2003 study23, which concluded that

there is little forecastability in earnings estimates over long horizons and

that analysts' estimates tend to be overly optimistic. This situation was

illustrated earlier in my testimony using Value Line estimates versus actual

realized returns on book equity. As I also pointed out earlier in my

testimony, the approach that I use takes optimism bias into consideration.

19

20

21

22 Docket No. W-01303A-05-0405
23 L. K. C. Chan, J. Karceski, and J. Lakonishok, 2003, "The Level and Persistence of Growth
Rates, " Journal of Finance 58(2): 643-684.

A.

Q.
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1 What is the difference between your DCF results and Mr. Bourassa's first

2 DCF result?

3

4

5

6

7

The 9.04 percent cost of common equity derived in my DCF analysis, that

uses an average of  four sample water companies,  is  166 basis points

lower than the 10.70 percent midpoint f igure derived in Mr. Bourassa's

one - s t ep  DCF ana l ys i s ,  w h i c h  i s  an  av e r age  o f  s i x  s am p l e  w a t e r

companies (as exhibited in Schedule D-4.9 of the Company's Application).

8

10

Please explain why your 9.04 percent DCF result is 166 basis points lower

than the 10.70 percent result produced by Mr. Bourassa's one-step DCF

11 model.

12

13

14

15

16

As I pointed out earlier in my testimony, Mr. Bourassa utilized three small

t o  m id  c ap  w a t e r  u t i l i t i es  t ha t  a re  no t  t raded  as  f requen t l y as  t he

companies in my sample. Mr. Bourassa's sample did not include results

for SWWC either. Because of this we do not have a perfect apples to

apples comparison. When the three water companies that we do have in

17

18

19

20

21

22

23

common are compared against each other, his model produces a figure of

10.97 percent, that is 196 basis points higher than the 9.01 percent figure

produced by my model . The comparison is  s t i l l  not  an accurate one

because Mr. Bourassa relied entirely on analyst's EPS growth estimates

at face value whereas my model rel ied on my est imates of sustainable

growth using analyst 's projections as a guide. His average stock prices,

(P0) of the DCF formula (k = ( D1 + PT ) + g), are spot prices which were

A.

Q.

A.

Q.
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1 observed on December 6, 2005 versus the eight-week average that I

2 used. The d i f f erence between the c losing stock pr ices used in  my

3 analysis and Mr. Bourassa's analysis are as follows:

4

5 Rigsby Bourassa Difference

6 AWR

7 CWT

WTR

$39.11

$42.12

$24.85

$31 .98

$36.59

$28.43

$7.13

$5.53

($3.58)

9

10

11

12

13

As can be seen above, both AWR's and CWT's stock prices increased

from the spot prices recorded by Mr. Bourassa on December 6 2005 and

the average price that I recorded over the period March 27, 2006 to May

19, 2006.

14

15

16

17

18

19

20

21

22

23

What is the difference between your DCF estimate and Mr. Bourassa's

second DCF analysis using sustainable growth estimates?

Mr. Bourassa's model produced a midpoint estimate of 11.40 percent, that

is 236 basis points higher than the 9.04 percent figure produced by my

DCF model. In addition to the differences that I pointed out previously

regarding the utilities used in our samples and the differences in the

dividend yield portion of the model, Mr. Bourassa again relies solely on the

higher estimates of value line analysts for his estimates of br and s.

Unlike my estimate of the v component of the model, his estimate of v fails

Q.

A.
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1

2

3

4

to recognize that the market price of a utility's common stock will tend to

move toward book value, or a market-to-book ratio of  1.0, if  regulators

allow a rate of return that is equal to the cost of capital. This results in a

higher figure for the v component of the growth estimate.

5

6

7

9

Didn't you state earlier in your testimony that you did not use utilities that

are followed in Value Line's Small and Mid Cap Edition because Value

Line's analysts do not provide forward-looking information on long-term

estimates of share growth?

10

11

Yes I did. These projections are necessary to develop an input for the sv

component in my DCF model. \

12

13 Q How did Mr. Bourassa deal with this situation in his sustainable growth

14 model?

15 Mr .  B o u ra ssa  wa s  u n a b le  t o  ca lcu la t e  a n  a c tu a l  sv  e s t ima te  f o r

16

17

18

19

Connecticut Water Service, Inc., Middlesex Water Company and SJW

Corp. Instead of eliminating these companies from the analysis, he

simply substitutes an average his growth estimates (br + sv) for the other

three utilities that were included in both of our samples.

20

21

22

23

A.

A.

Q.
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1

2

3

4

5

6

7

8

9

What is the difference between your DCF result and Mr. Bourassa's two-

step or multi-stage growth model DCF result?

The 9.04 percent cost of common equity derived in my constant growth

DCF analysis (that uses four sample water companies) is 136 basis points

lower than the 10.40 percent midpoint estimate derived in Mr. Bourassa's

two-step DCF analysis. This version of the DCF produced the lowest

midrange result of all the versions employed by the Company's witness.

Mr. Bourassa used a long-term GDP growth estimate in the second stage

component of the model, which as I discussed earlier, is believed to help

10

11

mitigate the effects of optimism bias among securities analysts. Once

again Mr. Bourassa used his same sample of six water companies.

12

13

14

15

Does your silence on any of the issues, matters or f indings addressed in

the test imony of  Mr. Bourassa, or any other witness for Gold Canyon

constitute your acceptance of their positions on such issues, matters or

16

17

findings?

No, it does not.

18

19 Does this conclude your testimony on Gold Canyon?

20 Yes, it does.

Q.

A.

Q.

A.

A.

Q.
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Arizona Corporation Commission, Utilities Division
Phoenix. Arizona
October 1994 - November 1997

Tax Examiner Technician I / Revenue Auditor ll
Arizona Department of Revenue
Transaction Privilege I Corporate Income Tax Audit Units
Phoenix. Arizona
July 1991 .- October 1994



Appendix 1

RESUME OF RATE CASE AND REGULATORY PARTICIPATION

Docket No. Type of ProceedingUtility Company

ICE Water Users Association U-2824-94-389 Original CC&N

Rate IncreaseRincon Water Company U-1723-95-122

Ash Fork Development
Association, Inc. E-1004-95-124 Rate Increase

Parker Lakeview Estates
Homeowners Association, inc. U-1853-95-328 Rate Increase

Mirabell Water Company, Inc. U-2358-95-449 Rate Increase

Bonita Creek Land and
Homeowner's Association U-2195-95-494 Rate Increase

Pineview Land 81
Water Company U-1676-96-161 Rate Increase

Pineview Land 8¢
Water Company U-1576-96-352 Financing

Montezuma Estates
Property Owners Association U-2064-96-465 Rate Increase

Houghland Water Company U-2338-96-603 et al Rate Increase

Sunrise Vistas Utilities
Company - Water Division U-2825-97-074 Rate Increase

Sunrise Vistas utilities
Company - Sewer Division U-2625-97-075 Rate Increase

Holiday Enterprises, Inc.
db Holiday Water Company U-1896-97-302 Rate Increase

Gardener Water Company U-2373-97-499 Rate Increase

Cienega Water Company W-2034-97-473 Rate Increase

Rincon Water Company W-1723-97-414
Financing/Auth .
To Issue Stock

W-01651 A-97-0539 et al Rate IncreaseVail Water Company

Bermuda Water Company, Inc. W-01812A-98-0_90 Rate Increase

Bella Vista Water Company W-02465A-98-0458 Rate Increase

Pima Utility Company SW-02199A-98-0578 Rate Increase

2



Appendix 1

RESUME OF RATE CASE AND REGULATORY PARTICIPATION (Cont.)

Utility Company Docket No Type of Proceeding

W-01676A-99-0261 WlFA Financing

W-02191A-99-0415

Pineview Water Company

l.M. Water Company, Inc

Marina Water Service. Inc W-01493A.99-0398

Financing

WIFA Financing

Tonto Hills Utility Company W-02483A-99-0558 WIFA Financing

New Life Trust. Inc
db Dateland Utilities W-03537A.99-0530 Financing

Sale of AssetsGTE California. Inc T-01954B-99-0511

Citizens Utilities Rural Company, Inc. T-01846B-99-0511 Sale of Assets

W-02113A-00-0233 ReorganizationMCO Properties, Inc

American States Water Company W-02113A-00-0233

W-01303A-00-0327Arizona-American Water Company

Arizona Electric Power Cooperative E-01773A-00-0227

Reorganization

Financing

Financing

T-03777A-00-0575

W-0207/A-00-0482

360networks (USA) Inc

Beardsley Water Company, Inc

Mirabell Water Company W-02368A-00-0461

Financing

WIFA Financing

WIFA Financing

Rio Verde Utilities. Inc WS-02156A-00-0321 et al
Rate Increase/
Financing

W-01445A-00-0749 FinancingArizona Water Company

Loma Linda Estates. Inc W-02211A-00-0975 Rate Increase

W-01445A-00-0_62 Rate IncreaseArizona Water Company

Mountain Pass Utility Company SW-03841A-01-0166 Financing

Picacho Sewer Company SW-03709A-01-0165 Financing

Picacho Water Company W-03528A-01-0169 Financing

W-03861A-01-0167 Financing

W-02025A-01 -0559 Rate Increase

Ridgeview Utility Company

Green Valley Water Company

Bella Vista Water Company W-02465A-01-0_76 Rate Increase

Arizona Water Company W-01445A-02-0_19 Rate Increase



Appendix 1

RESUME OF RATE CASE AND REGULATORY PARTICIPATION (Cont)

utility Company Docket No. Type of Proceedinq

Arizona-American Water Company W-01303A-02-0867 et al. Rate Increase

Arizona Public Service Company E-01345A-03-0437 Rate Increase

WS-02676A-03-0434 Rate Increase

T-01051 B-03-0454 Renewed Price Cap

w-02113A-04-0616 Rate Increase

W-01445A-04-0650 Rate Increase

G-01551A-04-0876 Rate Increase

W-01303A-05-0405 Rate Increase

SW-02361A-05-0657 Rate Increase

Rio Rico Utilities, Inc.

Qwest Corporation

Chaparral City Water Company

Arizona Water Company

Southwest Gas Corporation

Arizona-American Water Company

Black Mountain Sewer Corporation

Far West Water 8= Sewer Company WS-03478A-05-0801 Rate Increase

4
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GOLD CANYON SEWER COMPANY
TEST YEAR ENDED OCTOBER 31, 2005
CAPM COST OF EQUITY CAPITAL

DOCKET no. SW-02519A-06-0015
SCHEDULE WAR - 7
PAGE 1 OF 2

BASED ON A GEOMETRIC MEAN:

(A) (B)
EXPECTED

RETURN
LINE
n o .

STOCK
SYMBOL k ff + I B x ( rm ff ) ]

1 AWR k 4.74% + 8.70%

2 CWT k 4.74% + 8.99%

3 SWWC k 4.74% + 8.70%

4 WTR k 4.74% +

x ( 10.40%

x ( 10.40%

x < 10.40%

x ( 10.40%

414% ) 1

4.74% ) 1

4.74% ) 1

4.74% ) 1 9.27%

5 WATER COMPANY AVERAGE

[ 0.70

I 0.75

I 0.70

1 0.80

| 0.74 | 8.92%

6 ATG k 4.74% + 9.83%

7 CGC k 4.74% + 9.27%

8 LG k 4,74°/0 + 9.27%

9 NWN k 4.74% + 8.70%

10 PGL k 4,74% + 9.55%

11 SJI k 4.74% + 8.42%

12 SWX k 4.74% + 9.27%

13 WGL k 4.74% +

x ( 10.40%

x ( 10.40%

x ( 10.40%

x ( 10.40%

x ( 10.40%

x ( 10.40%

x ( 10.40%

x ( 10.40%

4.74% ) 1

4.74% ) 1

4.74% ) 1

474% ) 1

4.74% ) 1

4.74% ) 1

4.74% ) 1

4.74% ) 1 9.27%

14 NATURAL GAS LDC AVERAGE

1 0.90

[ 0.80

I 0.80

I 0.70

1 0.85

1 0.65

[ 0.80

[ 0.80

| 0.78 | 9.20%

REFERENCES:
COLUMN (A): SHARPE LITNER CAPITAL ASSET PRICING MODEL ("CAPM") FORMULA

K= l'f+[Blrm'rfl]
\

WHERE: k = THE EXPECTED RETURN ON A GIVEN SECURITY
ff : RATE OF RETURN ON A RISK FREE ASSET PROXY (a)

B : THE BETA COEFFICIENT OF A GIVEN SECURITY
rm = PROXY FOR THE MARKET RATE OF RETURN (b)

COLUMN (B): EXPECTED RATE OF RETURN USING THE CAPM FORMULA

NOTES

(a) A 6-WEEK AVERAGE OF THE 91-DAY T-BILL RATES THAT APPEARED IN VALUE LINE INVESTMENT SURVEY'S
"SELECTION & OPINIONS" PUBLICATION FROM 04/14/2006 THROUGH 05/19/2006 WAS USED AS A RISK FREE RATI
OF RETURN.

(b) THE MARKET RATE PROXY USED WAS THE ARITHMETIC MEAN FOR S&P 500 RETURNS
OVER THE 1926 - 2005 PERIOD. THE DATA WAS OBTAINED FROM IBBOTSON ASSOCIATES'
STOCKS. BONDS, BILLS AND INFLATION: 2006 YEARBOOK.



GOLD CANYON SEWER COMPANY
TEST YEAR ENDED OCTOBER 31 I 2005
CAPM COST OF EQUITY CAPITAL

DOCKET no. SW-02519A-06-0015
SCHEDULE WAR - 1
PAGE 2 OF 2

BASED ON AN ARITHMETIC MEAN:

(A) (B)
EXPECTED

RETURN
LINE
n o .

STOCK
SYMBOL k ff + I B x ( rm \'f )  ]

1 AWR k + 10.03%

2 C\NT k + 10.41%

3 SWWC k + 10.03%

4 WTR k +

x ( 12.30% - 4.74% ) 1

x ( 12.30% - 4.74% ) 1

x ( 12.30% - 4.74% ) 1

X ( 12.30% - 4.74% ) 1 10.79%

5 WATER COMPANY AVERAGE

4.74% I 0.70

4.74% [ 0.75

4.74% I 0.70

4.74% [ 0.80

|  0 . 74  | 10.32%

6 ATG k + 11.54%

7 CGC k + 10.79%

8 LG k + 10.79%

9 NWN k + 10.03%

10 PGL k + 11.17%

11 so\ k + 9.66%

12 SWX k + 10.79%

13 WGL k +

x ( 12.30% - 4.74% )  1

x ( 12.30% - 4,74% )  1

x ( 12.30% - 4.74% )  1

x ( 12.30% - 4.74% )  1

x ( 12.30% - 4.74% )  1

X ( 12.30% - 4.74% )  1

x 1 12.30% - 4.74% I  1

x ( 12.30% - 4.74% )  1 10.79%

14 NATURAL GAS LDC AVERAGE

4.74% I 0.90

4.74% I 0.80

4.74% I 0.80

4.74% I 0.70

4.74% [ 0.85

4.74% I 0.65

4.74% I 0.80

4.74% I 0.80

|  0 . 78  | 10.69%

REFERENCES;
COLUMN (A); SHARPE LITNER CAPITAL ASSET PRICING MODEL ("CAPM") FORMULA

k = r,+ [ f3> (fm- \'f)]

WHERE: k : THE EXPECTED RETURN ON A GIVEN SECURITY
l'f = RATE OF RETURN ON A RISK FREE ASSET PROXY <a)

re : THE BETA COEFFICIENT OF A GIVEN SECURITY
rm = PROXY FOR THE MARKET RATE OF RETURN (b)

COLUMN (B)2 EXPECTED RATE OF RETURN USING THE CAPM FORMULA

NOTES

(a) A 6-WEEK AVERAGE OF THE 91-DAY T-BILL RATES THAT APPEARED IN/ALUE LINE INVESTMENT SURVEY'S
"SELECTION & OPINIONS" PUBLICATION FROM 04/14/2006 THROUGH 05/19/2005 WAS USED AS A RISK FREE RATE
OF RETURN.

(b) THE MARKET RATE PROXY USED WAS THE ARITHMETIC MEAN FOR S&P 500 RETURNS
OVER THE 1926 - 2005 PERIOD. THE DATA WAS OBTAINED FROM IBBOTSON ASSOCIATES'
STOCKS, BONDS, BILLS AND INFLATIONs 2006 YEARBOOK
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Algonquin Power Income Fund

8 Rawdon, Quebec

Algonquin Power Income Fund is an open-ended

investment trust that owns or has interests in a

diverse portfolio of power generating and

infrastructure assets across North America

including AB hydroelectric facilities, five natural

gas-fired cogeneration facilities, 17 alternative

fuels facil ities and 15 water reclamation and

distribution facilities, Algonquin Power was

established in 1997 to provide unit holders with

sustainable, highly stable and growing cash flows

through a diversified portfolio of energy and

infrastructure assets. The units

convertible debentures are traded on the Toronto

Stock Exchange under the symbols APF.UN and

APFDB, respectively

Fund's and

Sanger, California

Algonquin Power Energy-from-Waste, Ontario

Lilchfield Park Service Company, Arizona



Total Energy Sales

Financial

Waste Disposal

W ater Distribution/Reclamation

Other Revenue

Energy Sales

Hydroelectric

Cogeneration

Alternative Fuels

Total Revenue

Operating Profit

Total Operating Profit

Hydroelectric

Cogeneration

Alternative Fuels

infrastructure

Other

Earnings (before inf exp, write-down of

fixed and intangible assets

Net earnings

Net earnings per trust unit

Distribution to unit holders

per trust unit

Cash available for distribution

per trust unit

Balance Sheet Data

Cash and cash equivalents

Working capital

Capital and intangible assets

and long term investments

Total Assets

Long-term liabilities and revolving credit facility

[includes convertible debentures and

current portion]

Unit holders equity

Number of units outstanding

as of December 31

Highlights

69,691,592

44,102

75,674

16,262

136,038

13,031

28,371

1.884

179,324

761,989

823,801

243,007

452,998

28,344
28,207
10,773
16,568

139
84,031

44,304

21,788

0.31
64,061

0.92
64,892

0.93

11,363

2,931

69,691,592 67.887,612 67,887,612 50,875_772 27.020,472

43.268

71,846

7.867

122,981

160,523

742.994

824,796

206,017

495,271

1/,086

23,456

26,383

25,273

8.181

12,616

4.373

76,826

40,276

22,802

0.33

63,370

0.92

59,887

0.87

34,3/8

17,242

44.413

61,890

6,423

112,726

147,613

751,904

808.624

166,713

519,876

29,045

23,773

9.328

11.1 17

278

73,541

14.650

20,237

44.507
0.66

62.402

0.92

58,368

0.86

53,147

21,238

9,337

674.495

723,038

86,099

537.771

40,681

23,566

4.994

69,241

87,912

26,985

15,069

7.292

A,678

851

54,875

10,697

7.974

26,726

16,150

0.28
55.192

0.92
44.742

0.77

24,838

15,376

467,312

512,38/

50,665

411,613

36,270

1 ,020

37,290

39,812

24,835

1.166

719

1.199

2,530

30,449

4864

0.17

37,302

0.92

28.813

0.73

18,662

31,713

19,011

2,522

310,056

328,502

73,244

219,559

43,996

43,996

33,351

43,996

1,063

34,/414

23,937

13,364

054
24,755

097
19,235

0.78

9.580

2.024

x
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Repot t to

Algonquin Power Income Fund had a strong year

in 2005 as the Fund's exceptional group of

employees and associates, along with a diversified

portfolio of power generation and infrastructure

assets, delivered a solid year of financial results.

The diversification strategy has been a strong

focus since 2001, and has provided the Fund with

an asset balance across four divisions, delivering

reliable, strong overall performance. This is

evident in the Fund's historical performance of

steadily increasing cash available for distribution,

which has grown by an average of 6% per trust

unit annually since 2001 .

In last year's Report to Unit holders, l wrote

about the Fundls commitment to improve the

performance of existing assets and to identify and

secure accretive acquisitions to build the stability

of distributions to unit holders, balance risk and

enhance growth opportunities. I can say with

confidence, that the year 2005 was very successful

in this respect, with the Fund announcing several

acquisitions and new projects over the course of

the year

in January 2005, the Fund announced the

acquisition of eight infrastructure f facilities,

expanding the division into Texas, Missouri,

Strong by nature

4 8 ; , 3ft: 38885

Revenue increased to $179.3 million from $160.5 million

Cash available for distribution increased to $64.9 million from $59.9 million

Cash available for distribution per trust unit increased to $0.93 from $0.87

Algonquin Power Income Fund distributed $0.92 per trust unit during 2005,

consistent with 2004

.*;.> ii n ; 4$=4?§ 46439-ciag s;rl§af;9lder vain

Unit ho
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and Illinois, and growing the number of customer

connections by approximately 5,000 to a total

nearing 50,000 connections. Later in the year,

one additional facility in Arizona was added to the

Infrastructure Division, bringing

number of customer connections to more than

56,000 The division continues to provide

attractive returns while maintaining stability

through a regulated utility environment.

During the third quarter of 2005, the FundS

hydroelectric division completed the purchase at

Beaver Falls Hydroelectric Generating Station, a

2.5 MW hydroelectric facility located near Beaver

Falls, New York. This asset was operational in the

f irs t quarter of  2006 and is  expected to be

accretive to the Fund, contributing to the growing

levels of cash available tor distribution.

in the Alternative Fuels Division in 2005, the

Fund continued to work on improving production

at the Algonquin Power Energy-from»W aste
facility. Some of  the actions taken included

the h i r ing of  a new f ac i l i t y manager  and

improvements to equipment that had been

limiting production. These actions resulted in

improving waste processing to expected levels by

the end of the year The Fundls Alternative Fuels

Division also continued its commitment to lend

dees
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Power Fund I LP, the owner of a 99 MW wind farm

in southern Manitoba. AirSource is utilizing the

funds along with equity raised [$65 million] and

other senior and subordinated debt to build a $210

million wind power project in southern Manitoba,

The project is  scheduled for completion in

early 2006.

In addition to the operational events of 2005,

Algonquin Power Income Fund was added to the

S&P/TSX Composite Index effective after the close

of business on Friday, December 16, 2005

Inclusion in the S&P/TSX Composite Index reflects

the growth and stability the Fund has achieved

over the past few years. The Fund is honored to

keeping company

performing enterprises,

$74.4 million as subordinated debt to AirSource

be

As the Fund continues to mature, growing in

strength and confidence throughout each of the

Fund's four divisions, a new focus is emerging

toward enhancing the Fundls existing assets and

strengthening the balanced foundation on which

the Fund is based,

The Fund's asset distribution remains stable

across the four divisions with hydroelectric

generation making up 36% of the asset base,

natural gas cogeneration at 18%, alternative fuels

at 20% and infrastructure assets including water

distribution and water reclamation facilities

making up 25% of the Fund's asset mix,

For the year 2005, the Fund's assets generated

total revenue of $179.3 million, growing 11.7%

over revenue of $160.5 million in 2004.

Net earnings for 2005 were $21.8 million,

compared to $22.8 million in net earnings for

2004. On a per unit basis, the Fund generated

$0.31 per unit compared to $0.33 per unit for 2004.

Cash available for distribution during 2005

Financial Review - A Mature Balance

with Canada's top

reached $64.9 million i

compared to $59.9 million I

in 2004. On a per unit basis,

the Fund generated $0.93 per unit by the end of

2005, compared to $0.87 per unit in 2004. marking

a significant milestone for the Fund.

Over the past few years, the Fund has focused on

becoming more diversified across technologies

and geographies to gain financial strength and

stability. Although these strategies continue to be

a very strong theme for the Fund, the primary

focus of Algonquin Power Income Fund in the

coming year is to build on the balance and

strength the Fund has achieved over the past few

years while seeking new business initiatives that

will create accretive opportunities for the Fund. As

always, the underlying motivation continues to be

the enhancement of unit holder value.

T he Fund wi l l  cont inue to improve the

performance of existing assets with a focused and

disciplined approach, and foster organic growth

through the effective management of the four

operating divisions. Stability for the Fund has been

and will always be the basis for key decisions

regarding the Fund business.

To the Fund's unit holders, employees and

associates, your continued interest, support, and

commitment to the Fund is appreciated in all

aspects of the Fundls business. l look forward to

another year of delivering on the Fund's potential

working performance

Confidence moving forward

and to exceed our

objectives.

Ken Moore

Chairman

~<
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Algonquin

The Hydroelectric Division is comprised of AB run-

of-river hydroelectric generating facilities located

in Ontario, Quebec, New York, New England, and

Alberta. These facilities primarily operate based

on natural river flows without storing water for

later use, The Divisiori's gross revenue is derived

from the combination of energy production and

power purchase rates Benefits of these facilities

include low operating costs, proven technology,

and virtually perpetual asset life. Combined with

long-term power purchase agreements, these

benefits provide the Fund with strong assets that

deliver predictable cash flows.

9
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Algonquin Power has an interest in two and

owns and operates three cogeneration f abilities

located in Ontario, New Jersey, California and

Connecticut. Cogeneration is the simultaneous

production of electricity and thermal energy from

a single fuel source, in this case, natural gas.

Revenue is generated through the sale of this

thermal energy and electric ity. Benefits of

cogeneration technology include predictable

generation, low technology risk and long term

power purchase agreements. Cogeneration

facilities subject to environmental

fluctuations and therefore provide efficient and

predictable cash flows to the Fund.

8 Windsor Locks, Cannecticuf
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The Alternative Fuels Division consists of a 500~

tonne/day energy-from-waste facility in Ontario

and investment interests in approximately 70 MW

of production in Alberta, Quebec and Nova Scotia.

The Division acquired an interest in 12 landfill

gas-powered generating stations in the United

States, representing approximately 36 MW of

installed capacity during 2DUA.

The Division has also provided a commitment

a total of  approximately $74 mil l ion at

subordinated debt to the owner of a wind energy

project in Southern Manitoba.

Revenue is  generated f rom the sale of

electricity, tees at the energy-from-waste facility,

and interest and investment income loom the

other assets.

Q p/ima Deschecha, Cali/ornia
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The Infrastructure Division includes 15 regulated

water distribution and water reclamation facilities

located in Arizona. Texas. Illinois and Missouri.

Revenue is generated from the sale of water and

the treatment of  waste water. Infrastructure

facilities offer a captive customer base within a

regulated environment. These infrastructure

assets are ideal for the Fund as they represent an

asset class which produces stable. predictable,

long-lived cash-flows.

During 2005_ management completed the

acquisition of nine facilities serving approximately

12.000 customers located in Arizona, Illinois,

Missouri, and Texas. The Infrastructure Division

experienced approximately 9% organic growth in

2005, and management expects the organic

growth rate to continue into 2006.

.5

Black Mountain Sewer Company. Arizona
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Strength

In 2001, the Fund identified the requirement to
diversify its asset portfolio in order to create a

balanced, lower risk operating environment in
which to provide stability and predictability to
unit holders of the Fund. Prior to diversification,

dating back to 1997, the Fund owned 1/4 run-of-
river hydroelectric generating assets. Since 2001 _
the Fund has sought out accretive acquisitions in
order to introduce additional generating

technologies, and diverse geographies and
regulatory environments. The Fund's experienced
team of industry professionals is organized in a

divisional management structure to locus on
operational performance, synergies and
economies of scale in each of the Fund's four
divisions. The result; a balanced, predictable

business with stable cash distributions to

unit holders.

Power Purchase Agreements and
Rate Cases

Annual Distributions l$millionsl
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The Fundls strength and stability

is evident through cash available

for distribution generated by

the diverse asset portfolio. During

2005. the Fund generated $6/4.9

million of cash available for

distribution compared to $59.9

million in 2004. Cash available for

distribution per trust unit in 2005

was $0.93 compared to $0.87

in 2004.

periodically based on capital expenditures and
anticipated rates of return.

Power purchase agreements have been and
continue to be a strong asset for the Fund and
contribute to long term returns and viability at the

facilities. Rates in the Infrastructure Division
contribute to stability in rates of return in the

growing regions where the Fund's facilities are

located.

Cash Available for
Distribution

Fund Assets
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Power generated by the Hydroelectric,

Cogeneration, and Alternative Fuels Divisions is

sold based on power purchase agreements held for
each generating facility. The agreements range in

length, and on a weighted average basis, power
purchase agreements in place have an average
span of 12 years. in the Infrastructure Division,

rates paid by end consumers are determined by

appealing a rate case to the regulatory body in
which each facility resides, and are renegotiated

Over the past few years, the Fund has improved
overall risk exposure inherent in natural resource-
based power generation,

resulting in sustainable cash
distributions during 2005. The
move toward a more stable

structure is also evident
through revenue growth and
operating profit for the Fund.

Throughout 2005. the Fund

continued to diversify i's asset
portfolio by adding nine water

distribution and reclamation
facilities in Texas, Missouri,

Illinois and Arizona, and
one hydroelectric generating 00 DI 02 03 01 as

3

8
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L lo R) The Management Group
ever Kampian, Chief Financial Officer

Jan Robertson, Executive Director, Business Development
Chris Jarratt_ Executive Direclor, Operations

David Kerr, Executive Director, Safety and Environmental Compliance

facility located in New York State. At the end of
2005, the Fundls assets were strategically

deployed with 36% hydroelectric generation, 18%
natural gas cogeneration, 20% alternative fuels
and 25% water distribution and reclamation in the
infrastructure Division

m

hydroelectric

cogeneration

alternative fuels

infrastructure

,g

Opportunities for the Future
The strategic diversification in asset allocation has

created greater balance in the Fund, providing

increased stability in cash distributions and a

strong basis on which to move toward new

opportunities in the future. Financial leverage

continues to be low at 31%_ and the Fund has

maintained a Standard and Poor's stability rating

of SR-2 (very high] tor the sixth consecutive year

For 2006, the Fund will continue to seek long

lived assets with low operating costs, low risk

technology, and stipulated rate revenues from

long-term power purchase agreements

Management will continue to focus on

improving the performance of  Fund assets

throughout 2006, particularly in the Alternative

Fuels Division where several programs have been

initiated including the implementation of

preventative repair and maintenance programs

process changes, and various management

improvement programs which are expected to

result in reduced costs of operating the facilities

Hydrology remains a fluctuating element in the

Hydroelectric Division, however by the fourth

quarter of 2005 hydrology rose above long-term

averages, continuing into 2006, The Fund

anticipates higher levels of hydrology to continue

throughout the first two quarters of 2006, providing

generating levels above long~term averages. In

addition, the Fund expects to continue seeing

higher market rates for power in New York and

New England regions where the Fund owns

hydroelectric generating assets

During 2005, the Fund provided a commitment

for a total of $74.4 million in subordinated debt to

AirSource Power Fund I LP, which is undertaking

the complet ion of  a 99 MW  wind-powered

generating facility near St. Leon, Manitoba. The

facility will sell its output to Manitoba Hydro

pursuant to a 25 year power purchase agreement

The transaction represents the Fund's entry into

the fast-growing wind power generation industry

which, similar to hydroelectric energy, generates

electrical energy from renewable natural

resource

At the end of 2005, the Fund took an opportunity

to stop the gas turbine at the Sanger facility and

sell the fixed price natural gas normally consumed

by the facility at favorable f ixed prices, This

opportunity will continue until May 2006, and as a

result, increased prof its for the facility

expected for the first four months of 2006. During

2006, the Fund also plans to evaluate the

replacement of the existing gas turbine at the

Sanger facility with a newer, more efficient unit

Benefits of replacing the turbine could include

higher efficiency, lower fuel costs, and greater

ease of  maintenance as well as supplying

additional capacity and energy demands to the

California energy market above and beyond the

existing capacity of the plant

a
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Corporate

The Trustees of Algonquin Power Income Fund

have taken steps to ensure that unit holders are

well protected by approving and implementing

clear Corporate Governance standards and

practices. At least annually, the trustees, in

conjunction with their duties as members of the

corporate governance committee, review the

Fund's approach to Corporate Governance. A

summary of these guidelines is offered below.

The Board of Trustees is comprised of three

Trustees who are independent of the Fund The

Trustees establish independence standards in

accordance with the requirements of the Toronto

Stock Exchange and other provincial securities

regulations, At least annually, the independence

of each trustee is determined in accordance with

these standards,

Trustee Committees, Charters and
Evaluation

! i n d ep en d en c e

The trustees have established the following

committees of the trustees: the audit committee

and the corporate governance committee,

comprised of all of the trustees. The trustees have

approved charters for each committee and al least

annually, each charter is reviewed and amended

based on recommendations of the corporate

governance committee and the chair of  the

trustees. In addition, the trustees evaluate and

review the performance of the trustees, each of its

committees, and the adequacy of the Corporate

Governance mandate

Trustee Meetings

am :
sT»»» 94 +g?4 F"\~<¥ 4a.».3D;€»§ 4433 458

Regular meetings of the Trustees are held at least

quarterly to review f inancial and operational

results, and monthly lo determine and approve

cash distributions to unit holders. Al least

8%. 3 8 3583 QE* 3 :. fa£§¥s£
s,p ,n

3 3 /8

Governance

2

The Trustees have unrestricted access to the

management and employees of the Fund, its

subsidiary entities and the manager and

employees of Algonquin Power Systems inc,

whose duties include providing services to the

Fund and Fund entities. At the Fund's expense, the

Trustees have the authority to retain external legal

counsel, consultants or other advisors to assist

them in fulfilling their responsibilities.

annually, the Trustees hold meetings at which

Fund Managers are not present.

Access to Management and Outside
Advisors.

At least annually, the trustees review and if

advisable, approve the Fund's strategic planning

process, short and long term strategic plans, and

business plans prepared by the Fund Manager in

light of emerging trends, the competitive

environment, risk issues and significant business

practices. Periodic reviews and amendments to

plans may occur at any time each year according

to changes in the Fund's business climate.

Strategic Planning and Business
Plans

The trustees, in conjunction with their duties as

members of the audit committee, review the

integrity of the Fund's financial information and

systems, the effectiveness of internal controls and

Management's assertions on internal control and

disclosure control procedures.

Integrity of Financial information

At least annually, the Trustees review reports

provided by the Manager of  mater ial r isks

associated with the businesses and operations of

the FundS subsidiary entities, review the

Risk management

1 . 8

1 0



implementation by the Manager of systems to

manage these risks and review reports by the

Manager relating to the operation of and any

material deficiencies in these systems.

Ethics Reporting
At least annually, the Trustees review reports

provided by the Manager relating to compliance

with, or material deficiencies of the Fund's code of

business conduct and ethics.

Verification of Controls
The trustees verify that internal financial, non-

financial and business control and information

systems have been established by the Managers

and that the Fund is applying appropriate

standards of corporate conduct for these controls.

Communications and Disclosure
The trustees, in conjunction with the Manager

review the Fund's overall communications strategy,

including measures for receiving feedback from the

Fund's unitholders, and management's compliance

with the Funds' disclosure policies and procedures.

Human Resource Management
At least annually, the Trustees with the assistance

of the Manager, review the Fund's approach to

human resource management and executive

compensation, succession plans for the chair of

the trustees and the senior management of the

Fund, and verify the integrity of the Manager and

its principals.

fL to RI The Trustees: George Steeves, Christopher Ball. and Ken Moore
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(All figures are in thousands 01 dollars, except per unit values)

Managements Discussion and Analysis

Algonquin Power Income Fund [the "Fund"] has

prepared the following discussion and analysis to

provide information to assist its Unit holders'

understanding of the financial results for the

twelve months ended December 31, 2005 This

discussion and analysis should be read in

conjunction with the Fund's audited consolidated

financial statements the years  ended

December 31, 2005 and 2004 and the notes

thereto. This material is available on SEDAR at

www.sedancom and the Fund's website

at www,AlgonquinPowercom, Additional

information about the Fund, including the

Renewal Annual information Form for the year

ended December 31, 2005 can be found on

SEDAR atwww.sedar.com.

This management's discussion and analysis

is based on information

management as of March 7, 2006.

43 Hattie Brook, Newfoundland

Forward-Looking Disclaimer
Certain statements contained in the

information herein are toward-looking and

reflect the views of the Fund and Algonquin

Power Management Inc. the "Manager"I with

respect to future events. Since forward-looking

statements address future events and

conditions, by their very nature, they involve

inherent risks and uncertainties, Forward-

345
1.

on

for

available 10

looking statements are not guarantees of the

Fund's future performance or results and are

subject to various factors, including, but not

limited to, assumptions such as those relating

to: the performance of  the Fund's assets,

commodity market prices, interest rates, and

environmental and regulatory

requirements. Although the Fund and its

Manager believe that the assumptions inherent

these forward-looking statements

reasonable, undue reliance should not be placed

on these statements, which apply only as of the

dates hereof. The Fund and its Manager are not

obligated nor do either of them intend to update

or revise any forward-looking statements,

whether as a result of new information, future

developments or otherwise.

in

SI. Leon Wind Energy Substation, Manitoba

other
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Key Financial information

Revenue

Net earnings

Distribution lo unitholders

Cash available for distribution

Per unit

Net earnings

Distribution to unitholders

Cash available for distribution*

* Non-GAAP measurement, see Cash Available for Distribution'

For the quarter ended December 31, 2005, the

Fund reported Meal revenue of $50.9 million as

compared to $60.7 million for the same period in

2004. Revenue for the fourth quarter of 2005

increased due to strong hydrology experienced in

Hydroelectric Division combined

improved average energy rates, primarily in New

England and New York regions, improved

production and average energy prices al the

Cogeneration Division's Windsor Locks f ability and

the Fund's decision to close the Sanger facility for

a s ix month period and sell natural gas at

favorable rates Additionally, the Alternative

Fuels Division experienced improved energy

production, greater levels at waste processed at

its Algonquin Power Energy-from-Waste l"EFw"]

facility and higher average energy rates, and the

Infrastructure Division experienced strong organic

growth combined with new water distribution and

water reclamation facilities purchased during the

year. These factors resulted in increased revenue

from the same period in the prior year. These

amounts were partially offset by lower production

in the Crossroads facility and a stronger Canadian

dollar as compared to the same period in 2004.

For the quarter ended December 31, 2005, the

average US exchange rate dropped by

approximately 5% from the same period in 2004,

For the year ended December 31, 2005, the

average US exchange rate dropped by

approximately 75% from the same period in 2004.

As such, any quarterly or annual variance to

revenue or expenses, in local currency, at one of

the

4 .
48

$ 50,918

8,917

16,016

19,468

Thr_ee Months ended
December 31

0.13

0.23

0.28

$ 40,726
186]

16,016
12,685

with

0.00

0.23

0,18

in this management's discussion an

the Fund's US entities may be distorted by a

change in the average exchange rate, upon

conversion to the Fund's reporting currency,

Although the stronger Canadian dollar has an

impact on both revenue and expenses generated

by its US subsidiaries, the Fund has foreign

exchange hedges in place, which mitigate the

impact on cash available for distribution.

For the year ended December 31, 2005, the

Fund reported revenue of  $179.3 million as

compared to $160.5 million for the same period in

2004. Revenue for the year ended December 31,

2005 increased due to improved average energy

rates in the Hydroelectric Division, primarily in

New England and New York regions, improved

production and energy rates experienced at the

Cogeneration Division's Windsor Locks facility,

combined with no unplanned gas turbine outages

at the Sanger f facility_ two unplanned outages

in fiscal 20041. Additionally, the

Alternative Fuels Division and the Infrastructure

Division generated increased revenue from the

same period in the prior year due to the factors

previously noted in the quarterly discussion.

These amounts were partially offset by lower

hydrology in the Hydroelectric Division, lower

overall production in the Cogeneration Division as

a result of the f actors previously noted in the

quarterly discussion, lower levels at waste

processed at the EFW  facility and a stronger

Canadian dollar as compared to the same period

in 2004.

occurred

s  179.324

21,788

64,061

64,891

0.31

0.92

0.93

$ 160,523

22,802

63,370

59,887

Year ended
December 31

0.33

0.92

0.87

d analysis.

53 147,613
44.507
62,402
58,368

0.66

0.92

0.86

é

1 3



2005. the Fund maintained distributions at $0.23

per trust unit, consistent with the same period

in 2004

The Fund generated $0.93 per trust unit of cash

available for distribution for the year ended

December 31, 2005 as compared 10 $0.87 for the

same period in 2004. The Fund distributed $0.92

per trust unit, consistent with the same period

in 2004

The information this Managernentls

Discussion and Analysis is supplemental to and

should be read in conjunction with the Fund's

audited consolidated financial statements for the

year ended December 31, 2005. The Fundls

financial statements are prepared in accordance

with accounting principles generally accepted in

Canada. The Fund's reporting currency is the

Canadian dollar

The term 'cash available for distribution' is used

throughout this Management's Discussion and

Analysis. Management uses this calculation to

monitor the amount of cash generated by the Fund

as compared to the amount of cash distributed by

the Fund. 'Cash available for distribution' is not a

recognized measure under accounting principles

generally accepted in Canada. The Fund's method

of calculating `cash available for distribution' may

differ from methods used by other companies and

accordingly may not be comparable to similar

measures presented by other companies. A

calculation and analysis of 'cash available for

distribution' can be found in this Managements

Discussion and Analysis

in

Significant Events and Transactions
The Fund completed the following signif icant

transactions during 2005

1. Financing for AirSource Power Fund I LP

For the quarter ended December 31, 2005, net

earnings were $8.9 million as compared to a net

loss of $04 million for the same period in 200/

Net earnings for the fourth quarter of  2005

increased from the same period in 200/ due to the

factors impacting revenue as previously noted. In

addition, the Alternative Fuels Division experienced

greater interest and other income f rom its

subordinated debt facility provided to AirSource

ewer Fund l LP ["AirSource"] and the sale of the

partnership interest in certain gas collection

systems. These amounts were partially offset by

increased interest expense and future income tax

expense booked in the quarter. Net earnings for

the year ended December 31, 2005 were

million, as compared to $22.8 million for the same

period in 2004. Un a year to date basis, net

earnings fell as a result of the write down of $3.5

million related to the Crossroads facility, including

the tax loss carry-forward associated with the

facility, a reduced unrealized foreign exchange gain

on US dollar denominated debt and higher interest

expenses from the comparable period in the prior

yeah In addition, net earnings for the 2004 period

increased due to the recognition of a 0ne-time gain

in an amount of $3.6 million on the prepayment of a

note receivable. These factors were partially offset

by the factors increasing divisional earnings

previously noted and the write off related to the

Joliet facility

Net earnings per trust unit were $0.13 in the

quarter ended December 31, 2005 as compared to

$ nil in the same period in 2004. Net earnings per

trust unit for the year ended December 31, 2005

were $0.31 as compared to $0.33 per trust unit for

the same period in the prior year The

generated $0.28 per trust unit of cash available for

distribution for the quarter ended December 31

2005, as compared to $0.18 per trust unit for the

same period in 200A. During the fourth quarter at

The Fund advanced funds on its total

commitment of $74.4 million in subordinated



2. Acquisition of Eight Water Distribution and

Water Reclamation Facilities

debt to AirSource and subsidiary entities

AirSource is undertaking the completion of a

99 MW wind-powered generating facility near

St. Leon, Manitoba which will sell its output to

Manitoba Hydro pursuant to a 25 year power

purchase agreement_ The transaction

represents the Fund's entry into the fast

growing wind power generation industry

which, similar hydroelectric energy

generates electrical energy from a renewable

natural resource. The debt investment by the

Fund ranks below $73.3 million in senior debt

but in priority to the $65 million equity flow

through tax assisted financing completed by

AirSource in November 2006

The subordinated debt commitment to

Air5ource will earn interest at the annual rate

of i 1.19% prior lo project completion. This

yield will be reduced to 10.74% following

project commissioning which is expected to

occur bathe end of the first quarter of 2006. At

the end of 2005. the Fund had advanced a total

of $20.5 million to AirSource_ in addition to

$15.4 million in letters of credit. The Fund was

paid a deferred commitment fee of $3.2 million

with respect to the investment

The Fund completed the acquisition of eight

water distribution and water reclamation

facilities during 2005 for a total of $15.8 million

lUg 13.2 million], On March 11, 2005, the Fund

completed the acquisition of four facilities in

Texas and one in Illinois adding 4,200 equivalent

residential customers to the Infrastructure

Division. The acquisition of the remaining three

facilities which are located in Missouri was

completed on August 14,2005,after regulatory

approval was granted. These facilities added

to

3. Acquisition of the Shares of Rio Rico Utilities

The Fund completed the acquisition of the

shares of Rio Rico Utilities inc, ["Rio Rico"], a

water distribution and water reclamation

facility in the Town of Rio Rico, Arizona on

December 2, 2005. The acquisition of Rio Rico

added 7,200 equivalent residential customers

The Fund paid cash consideration of S102

million [US $8.8 miiiionl. The Fund will also

pay to the vendor an amount for each net

additional customer connected with Rio Rico

over the next three years

another 1,000 equivalent residential customers

to the Infrastructure Division

G Sr. Leon Wind Energy, Manitoba



I

Performance [MW-hrs sold]

Revenue

Division operating profit

Expenses

incl. other income]

Operating expenses

Other income

Energy sales

Quebec Region

Ontario Region

New England Region

New York Region

Western Region

Tota l

For the quarter ended December 31. 2005, revenue in

the Hydroelectric Division was $13.9 million in 2005

as compared to $103 million in the same period

in 2004 During the fourth quarter of 2005, the

Hydroelectric Division generated electricity equal to

113.1% of long term averages as compared to 87%

during the same period in 2004. The increase in

generated electricity was the result of above average

hydrology experienced in all regions in which the

Fund operates, with the exception at Ontario where

hydrology improved from the same period in the prior

year but remained below long term averages, The

increase in revenue was a result of higher overall

production combined with improved average power

rates in the New England and New York regions. The

increase in revenue was partially offset as the energy

rate escalation for the Long Sault Rapids facility was

lower than the escalation received in the fourth

quarter of 200A.

For the year ended December 31, 2005, revenue

in the Hydroelectric Division was $44.1 million as

compared to $433 million in the prior year During

fiscal 2005, the Fundls hydroelectric facilities

Hydroelectric

183,108

80,461

32,437

22,775

27,698

19,737

13,872

(5,964)

8,751

Three months ended
December 31

4:é§%;»

81.3

142,143

20,288

64,039

10,282

16,991

28,319

12,506

15,3011

5,775

794

A

generated electricity equal to 93.9% of Long term

averages as compared to 98.5% during the prior year

The decrease in generated electricity was the result

of lower hydrology experienced during the first part

of the year in the Ouebec, Ontario and New York

Division

lower hydrology in

New York regions.

Operating expenses increased to $6.0 million for

the quarter ended December 31, 2005 as compared

to $53 million in the same period in 2004. The

rates in

regions offset by improved hydrology in the Western

and New England regions. Improved average power

New England and New York

combined with improved hydrology in

England and Western regions resulted in increased

increase in operating expenses was primarily due to

higher unplanned repair and maintenance projects

and increased costs directly energy

production, as compared to the same period in 2004.

For the year ended December 31, 2005, operating

expenses were $170 million as compared to $18.1

million in the prior year The decrease was primarily

revenue.

$ [17,008]

1,250

$ 28,3/4

267,169

608,43/

104,216

41.102

83,254

71,974

81,521

These factors were partially offset by

Quebec, Ontario and

Year ended

December 31

642,155

288,161

the

137.310

118.0701

79,891

26,383

72,862

43,268

63,931

1.185

8224.

tied

Forecast

Production

663,526

289,928

146,639

72,517

87,194

67,248

to

regions

the New
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due to reduced water fee charges as a result of lower

output in the Ontario and Quebec regions and

reduced property taxes in the Quebec region. These

operating expense decreases were offset by

increased unplanned repair and maintenance

projects initiated in the year, as compared to the

same period in 2004.

For the quarter ended December 31, 2005, the

Hydroelectric Division's operating profit increased to

$8.8 million as compared to $5.8 million for the same

period in 2004. For the year ended December 31,

2005, operating profit increased to $28.3 million as

compared to $26.4 million for the same period in

2006. The increase in operating profit for both the

quarter and the year ended December 31, 2005 was

primarily the result of improved average power rates

in the New England and New York regions combined

with improved hydrology in the New England and

Western regions. For both the quarter and the year

ended December 31, 2005, operating profit was

above Management's expectations.

On September 1, 2005, $4.8 million was repaid on

a note related to the Ca m pbelltord partnership. On

this date, consolidation of the Campbellford

investment ceased and equity accounting

commenced. The proceeds of $4.8 million were

allocated to reduce the existing note receivable and

the existing investment in Campbellford. Still

included in long term investments is a prepayment

fee owed in connection with the early retirement of

this note.

During the third quarter, the Fund completed the

purchase at a 2.5 MW hydroelectric generating

facility in New York State. The facility was not

anticipated to contribute to income during 2005 as

certain repairs and upgrades were required before it

became operational. These repairs and upgrades

are on schedule and two of three turbines were on

line as of January 2006. The third turbine is expected

to come on line later in the first quarter of 2006.

The Fund's 2006 forecast production is based

on long term hydrological conditions. The

Hydroelectric Division is expected to continue to

benefit from above long term average hydrological

conditions in the first quarter of 2006. In addition,

the facilities in the New England and New York

regions are expected to continue to benefit from

higher  market  rates ,  s imi lar  to the rates

experienced in 2005.

The Fund will continue to seek accretive

hydroelectric acquisitions throughout 2006, with

emphasis placed on the acquisition of facilities that

provide diversification of regional hydrologic and

market conditions. In addition, the Fund is

continuing to examine the rationalization of

smaller hydroelectric generating facilities that may

no longer fit the Fund's preferred asset profile.

Certain hydroelectric generating facilities

owned by the Fund qualify tor consideration as

"green" energy and the Fund continues to pursue

revenue opportunities presented by the emerging

markets for renewable energy credits in the United

States and the trading of greenhouse gas credit

emissions in Canada. The Fund is also pursuing

longer term power purchase agreements for the

sale of green energy from those facilities that are

currently selling electricity in the open market.

Out look

M

8 Beaver Falls, New York
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Revenue

Division operating profit

(incl. interest and dividend income]

Expenses

Performance [MW-hrs sold]

Energy sales

Other revenue

Total revenue

Operating expenses

Interest and dividend income

For the quarter ended December 31, 2005,

revenue from the Cogeneration Division totaled

$21.4 million as compared to $17.6 million in the

same period in 2004. For the quarter ended

December 31, 2005, the division's production fell

as a result of a decision to close the Sanger facility

for a six month period starting in November 2005

during the period in which Sanger is entitled to

lower capacity payments. The gas

purchased under a f ixed contract normally

consumed by the facility was sold at favorable

fixed prices. In addition, there was reduced

production at the Crossroads facility. These

reductions were partially offset by increased

production at the Windsor Locks facility. The

increase in revenue was a result of a combination

of higher production and energy prices at the

Windsor Locks facility (increased fuel costs are

passed on to the customer in the form of higher

energy prices, other revenue generated from the

sale of natural gas at the Sanger facility, offset by

reduced production at the Crossroads facilities, as

compared to the same period in 2004.

For the year ended December 31, 2005,

revenue was $77.6 million as compared to $71.8

million during the same period in the prior year.

During fiscal 2005, the division's production fell

Cogeneration

$ 19,551
1,884

s 211435

$

$ l1l»,528l

1,275

113,953

a,182

Three months ended

December 31

natural

$ 17,556

$ 17,556

8 [12,0661

749

133,356

6.239

Division

primarily as a result of the reasons noted for

lower production in the fourth quarter. These

reductions were partially offset by increased

production at the Windsor Locks facility. The

increased revenue was attributable to higher

production and increased fuel costs that are

passed on to the customer at the Windsor Locks

facility, the sale of natural gas at Sanger, and due

to no unplanned gas turbine outages at the

Sanger facility, which was the case in 2004. The

Fund earned lower interest income f rom its

portfolio investments during the year ended

December 31, 2005 as compared to the same

period in 2004 due to the repayment of a note

related to Cardinal Power of Canada LP

l"Cardinal"] which occurred in the second quarter

of 2004, offset by increased dividends earned from

its investments in the Kirkland and Cochrane

facilities.

For the quarter ended December 31, 2005,

operating expenses increased to $14.5 million as

compared to $12.1 million in the same period in

2004. An increase in gas prices at the Windsor

Locks facility and the inclusion of Dyna Fibers

were the primary reasons for increased operating

expenses. As at September 2005, the Fund

completed the acquisition of Dyna Fibers, which

$ [52,822l

3,471

$ 28,207

$ 75,674

1,884

s 77,558

512,972

Year ended

December 31

S 1505971

4.024

$

33

$

521,149

71,846

25,273

71,846

Forecast
Producion

441,005

$38
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operates out of the Sanger facility. The Fund

previously owned 50% of the facility and accounted

for its investment using the equity method. As a

result, operating expenses increased by

approximately $0.9 million during the quarter as

compared to the same period in the prior year,

The increased operating expenses in the quarter

were partially offset by e stronger Canadian dollar.

For the year ended December 31, 2005,

operating expenses totaled S52.8, million as

compared to $50.6 million during the same period

in the prior year. The increase in operating

expenses was primarily due to higher average fuel

costs. This was partially offset by reduced

unplanned repair and maintenance costs and the

stronger Canadian dollar.

For the quarter ended December 31, 2005,

operating profit was $8.2 million as compared to

$6.2 million for the same period in 2004. For the

year ended December 31, 2005, operating profit

was $28.2 million as compared to $25.3 million.

Operating profit for the fourth quarter and fiscal

2005 Management's expectations.

During 2005, the Fund recognized an expense of

$3.5 million, representing a write down of its

investment in the Crossroads facility to rel

realizable value. The division operating profit

does not reflect this expense as it is included in

the Administrative section of this report.

The Fund's Windsor Locks facility will undergo a

regularly scheduled four week major overhaul

beginning at the end of the first quarter of 2006. It

is expected that for the remainder of the year

Windsor Locks will produce at or above prior year

performance due to increased efficiencies

following the overhaul, and favorable gas

indexing provisions.

Outlook

exceeded

Following the end of the third quarter of 2005,

the gas turbine at the Sanger facility was stopped

and fixed price natural gas normally

consumed by the facility was sold at favorable

fixed prices. This opportunity will continue until

May 2006, and as a result, increased profits for the

facility are expected for the first four months of

2006. The Fund is evaluating the replacement of

the existing gas turbine at the Sanger facility with

a newer, more efficient unit. Benefits of replacing

the turbine could include higher efficiency, lower

fuel costs, and greater ease of maintenance as

well as supplying additional capacity and energy

demands to the California energy market above

and beyond the existing capacity of the plant.

With regards to the Crossroads facility,

Management is in the process of monetizing

the power purchase agreement and closing

the facility.

Sanger, California

the

I
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Alternative Fuels Division

Three months ended

December 31

Year ended

December 31

Forecast

Production

57.192 213.735 124.721 270.232Performance (MW-hrs sold]

Performance (tones of

waste processed] 37.471 157.491 159.856

Revenue

Energy sales

Waste disposal sales

Total revenue

$ $ 3.646 $ 16,262

13

$ 29,293

$ 7.867

14.086

$ 21,953$

4,414

3

s,110 $ 7.149

Expenses

Operating expenses

Interest and other income

5 (6,616]

2

$ [5262] $ [25,01-4] $ [15_124]

Division operating profit (incl

interest and dividend income] $ 4,017 $ 2,509 $ 10,773 $ 8.181

F o r  t he  qua r t e r  ended  D ec em ber  31 ,  2005

revenue in the Alternative Fuels Division was $8.1

mil l ion as compared to 37.1 mil l ion in the same

period in 2004, During the fourth quarter of 2005

the divisioNs production increased as a result of

improvements at its Landfill Gas ["LFG"] and EFW

fac i l i t ies ,  par t ial l y of fset by the c losure of the

Jol iet faci l i ty. T he inc rease in revenue f rom

e n e r g y  s a l e s  w a s  d u e  t o  a  c h a n g e  i n  t h e

produc t ion m ix resul t i ng in improved average

power rates in the fourth quarter, as compared to

the same period in 2004

F o r  t h e  ye a r  e n d e d  D e c e m b e r  3 1 ,  2 0 0 5

revenue was $29.3 mil l ion as compared to $22.0

m i l l i on  for  the sam e per i od i n  the pr i or  year

During fiscal 2005. the division's energy

production increased as a result of the inclusion

of a ful l  year of operations of the LFG faci l i t ies

partially offset by lower production from the FFW

and Drayton Valley facilities and the closure of the

Jol iet fac i l i ty in May 2005. Energy production

revenue in fiscal 2005 increased as a result of the

inc lus ion of  a fu l l  year  of  revenue at  the LFG

facilities and improved average power prices when

compared to the pr ior year. The LFG f facilities

contr ibuted revenue of approximately $10

million for fiscal 2005 compared to $2.2 million for

fiscal 2004. The increase in revenue was offset by

lower waste quantities processed at EFW during

the second and third quarter of 2005

For the quarter ended December 31, 2005

operating expenses were $6.6 million as

compared to $5.3 million for the same period in

2004. The increase in operating expenses for the

quarter was primarily the result of increased fuel

related costs at the LFG facilities aS compared to

the same period in the prior year. For the year

ended December 31, 2005, operating expenses

were $25.0 million as compared to $15.1 million

for the same period in 200A. The increase in

operating expenses in fiscal 2005 was primarily

the result of increased fuel collection costs at the

andLFG facil ities and increased repair

maintenance costs in the division. The fiscal 2005

operat ing expenses also inc lude a ful l  year  of

operating costs from the LFG faci l i t ies of $11.0

million for fiscal 2005 compared to $20 mill ion for

fisc3l 2u04

T he Fund earned higher  interes t  and other

income on i ts investments within the Alternative

Fuels Divis ion during the fourth quarter of 2005

and in fiscal 2005, as compared to the comparable



periods in 2004, as a result of income from its

investment in AirSource and Across America LFG

LLC ["Across America"],

At the end of the fourth quarter of 2005, the

Fund had advanced to AirSource a total of $205

million as well as providing letters of credit of

$15.4 million. AirSource is constructing a 99 MW

wind energy facility for which the Fund has

provided a subordinated debt facility. During the

fourth quarter, AirSource completed its long term

senior debt facility with a bank syndicate As a

result, AirSource repaid a portion of the Fur»d's
advances to date on the construction facility

totaling $A/».5 million. resumed

advancing funds to complete the construction of

the facility in December 2005 once the AirSource

senior debt facility of $73 million was fully utilized.

The Fund has committed a total of $744 million to

AirSource_ including both the construction and

acquisition facilities, representing a third of the

cost of the project. Interest income earned on the

AirSource investment was $3.0 million [$0.1

million in 20041.

Across America, through its subsidiaries, owns

and manages the landfill collection systems that

provide landfill gas lo the Fund's LFG f facilities.

The Across America note was funded at the end of

the fourth quarter of 2004. The sale of partnership

interests in certain gas collection systems during

the year ended December 31, 2005 resulted in an

increase to other income of $1 .2 million.

For the quarter ended December 31, 2005.

operating profit was $4.0 million as compared to

$2.5 million in the same period in 2006. For the

year ended December 31, 2005, operating profit

was $10.8 miiiion as compared to $8.2 million for

the same period in 200/. Equipment availability

and gas supply issues at the LFG facilities, and

problems with the flue gas system at the EFW

facility resulted in production and operating

The  Fund

profits below Management's expectations for

both the quarter and for the year ended December

31, 2005.

Based on its assessment of operations,

Management determined that two LFG facilities

were uneconomical to operate and the facilities

were shut down during the quarter with no impact

to 2005 results. These facilities are not material

to the division and their closure will not have

a material impact on the future operations of

the division.

Outlook
in 2006, the Alternative Fuels Division fs expected

to start realizing the benefits from actions taken

to improve operating efficiencies. At the EFW

facility, production and maintenance

improvements completed in 2005 are expected to

improve operating results over the course of 2006.

in 200/, the Fund entered into an agreement to

sell steam from the EFW facility to an industrial

customer located in close proximity to the facility.

in 2006, the facility will undertake the installation

additional steam generation

transmission assets required to fulfill

agreement. This project is expected to be

completed near the end of the year.

The Fund's LFG facilities will continue to

the

of the

initiate several programs, including

implementation of preventative and repair

maintenance programs, process changes, and

various management improvement programs

which are expected to result in reduced costs of

operating the facilities.

and

this

¢

in Algonquin Power Energy-from-Waste, Ontario



Revenue

Number of

Expenses

(incl. other income]

Division operating profit

Water reclamation

and distribution

Water reclamation customers

Water distribution customers

Operating expenses

Other income

For the quarter ended December 31, 2005,

revenue in the Infrastructure Division increased to

$7.5 million as compared to $5.7 million in the

same period in 2006.

reclamation customer base increased by 25% and

the division's water distribution customer base

increased by 57% for the quarter ended December

31, 2005 as compared to the quarter ended

December 31, 2004. This growth was the result of

organic growth and the purchase of nine facilities,

as compared to the same quarter in the previous

year. Five of these facilities [four in Texas and one

in illinois] were purchased on March 11, 2005

while regulatory approval was required

complete the purchase of the other three facilities

(located in Missouri). This approval was received

on August 14, 2005. An additional facility [located

in Arizona] was purchased on December 2, 2005.

Excluding the impact of these purchases, the

division's facilities experienced organic growth of

approximately 9% at both its water distribution

and water reclamation facilities. For the year

ended December 31, 2005, revenue increased to

$28.4 million as compared to $23.5 million for the

same period during the prior year. The increase in

revenue for the fourth quarter and for fiscal 2005

Infrastructure

The division's water

s

$

$

25,911

30,398

(3,-410]

21

7,501

4,112

Three months ended
December 31

$

$

33

20,703

19.318

[2,136]

'I

to

3,604

5,739

was primarily due to the inclusion of nine water

distribution and facilities

purchased during the year as well as continued

strong organic growth at existing facilities. The

increase in revenue was partially offset by the

stronger Canadian dollar. Overall, the additional

facilities generated revenue of approximately $1 .3

million for the fourth quarter of 2005 ($3.6 million

for fiscal 20o5l. These increases were offset by

higher than normal rain in Arizona experienced in

the first quarter of 2005 which reduced demand,

and a stronger Canadian dollar.

For the quarter ended December al_ 2005,

operating expenses were $3.4 million as

compared to $2.1 million in the same period in

200/ ,  pr imar i ly due to the newly acquired

facilities For the year ended December 31, 2005,

operat ing expenses were $11.8 mil l ion as

compared to $10.8 million for the same period in

the prior year The increase in operating expenses

was due to the inclusion of the operating costs of

the newly acquired facilities of approximately $0.6

million in the fourth quarter of the 2005 i$1.Zl

million for f iscal 2005] offset by the stronger

Canadian dollar

Division

For the quarter ended December 31. 2005,

$ (11,8l»7]

44

s 16,568

$ 28,371

25,911

30,398

Year ended
December 31

water reclamation

$

$ 010.8491

9

$

20,703

19,318

23,656

12,616

Forecast
Production

28,011

33,253
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operating profit increased to $41 million as

compared to $3.6 million for the same period

during the prior year. For the year ended

December 31. 2005, operating profit increased to

$16.6 million as compared to $12.6 million in the

prior year. The increases were due to strong

organic growth and the inclusion of the facilities

that were purchased during the year.

The infrastructure Division is expected to continue

growing during 2006 at levels similar to 2005, with

approximately 5,000 budgeted new customer

connections anticipated during the year. Growth is

expected to occur primarily in Texas, as well as in

Arizona, where the division services one of the

fastest growing counties in the United States.

Stable, continued growth in the balance of the

Infrastructure DivisionS service areas

expected to contribute to the strong overall

performance of the division.

The addition of the facilities in Texas, Missouri,

and Illinois and Rio Rico Utilities in southern

Arizona in 2005 has added a total of over 12,000

new customer connections and is expected to

contribute to revenue growth in the division

for 2006. The Fund continues to consider

opportunities which provide sustainable accretive

growth to enhance unit holder value.

The Fund has initiated rate cases for its Black

Mountain and Gold Canyon facilities. The

regulatory review of these rate cases is expected

to be completed by early 2007. Management

expects that these rate cases will ensure that the

respective facility earns the rate of return on its

capital investment as allowed by the regulatory

authority under which the facility operates.

Additional rate cases will be initiated in 2006 to

ensure the approved rate base reflects the

investment required to meet the demands of an

Outlook

are

expanding customer base at certain facilities

owned bathe Fund.

Recent changes in drinking water legislation

within the United States has lead to the

for new arsenic treatmentrequirement

procedures to be implemented. This is scheduled

for completion in early 2006 at the Litchfield Park

Services Company l"LPSCQ"] facility.

implemented, the system ensures full regulatory

compliance for the provision of safe drinking

water. Operating expenses are expected to

increase as a result of these new processes. It is

expected that a strong, continued focus

operating efficiencies and process evaluation will

help to minimize any increases in operating

expenses in 2006.

Additional significant capital improvement

projects planned in the LPSCO service area

include the design and construction of a new

reservoir and pumping facilities, rehabilitation to

existing wells, construction of a new well, and the

design of an expansion to the existing wastewater

treatment plant. All of these capital projects are

being developed to meet the expected growth in

the area.

s Fox River, Illinois
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For the quarter ended December 31, 2005,

withholding tax expense increased to $0.6 million

as compared lo $0.1 million lot the same period

in 2004. For the year ended December 31, 2005,

withholding tax expense increased to $1 .2 million

as compared to $0.5 million in the prior year. The

expense increased as a result of additional cross-

border notes requiring withholding taxes.

Foreign exchange gains and losses primarily

represent unrealized gains on US dollar

denominated debt and do not impact cash

available for distribution. For the quarter ended

December 31, 2005 the Fund posted a foreign

exchange loss of $0.1 million versus a loss of $0.9

million for same period in 2004. For the year

ended December 31, 2005 the Fund posted a

foreign exchange gain of $1 .7 million as compared

to a gain of $2.6 million lot the same period in the

prior year. At the end of the fourth quarter, the

Fund had approximately $40.3 million in US dollar

denominated debt.

For the quarter ended December 31, 2005,

interest expense increased to $4.4 million as

compared to $3.7 million in the same period in

Administrative Expenses

Administrative expenses

Management costs

Withholding taxes

Loss / [Gain] on foreign exchange

Interest expense

Write down of fixed and

intangible assets

Interest, dividend and other

income

Income tax expense

$ 1,661
206
647
116

4,377

Three months

ended December 31

1721

319

812

$

2004. For the year ended December 31, 2005,

interest expense increased to $16.4 million as

compared to $12.4 million for the same period in

the prior year. The increase is due in part to

the issuance of $85.0 million in convertible

debentures in the third quarter of 2004 which

added $0.1 million of interest expense in the

fourth quarter of 2004 l$3.7 million increase for

the year ended December 31, 20051. In addition,

interest expense increased due to increased

average levels of borrowing during the year, in

part a result of the debt facility provided to

AlrSource and a higher interest rate charged on

the Fund's credit facility.

For the year ended December 31, 2005, other

income decreased to $0.1 million as compared to

$4.4 million for the same period in 2004, primarily

because the comparable period in 2004 includes

income recognition of $3.6 million for a note

receivable prepayment relating to the Cardinal

facility and a break fee earned as a result of a

failed transaction. During fiscal 2005, the figure

only includes interest income.

1,615

196

135

873

3,721

1115]

1.779

1.932

An income tax expense of $0.3 million was

s 5,681

825

1,177

(1,744)

16,379

(1391

z,6o4

3,533

Year ended

December 31

s 5,596

777

483

[2,601]

12,440

143731

2,285

1.932
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Cash Available for Distribution

booked in the fourth quarter of 2005 as compared

to $1.8 million in the fourth quarter of 2004. For

the year ended December 31, 2005, income tax

expense increased to $2.6 million as compared to

$2.3 million for the same period in 2004. The

increase in the year was a result of an increase in

future income taxes.

During the quarter ended December 31, 2005 the

Fund generated $19.5 million in cash available lot

distribution as compared to $12_7 million for the

same period in 2004. For the year ended

December 31, 2005, the Fund generated $649

million of  cash available for distribution as

compared to $599 million for the same period in

the prior yean

Cash flow from operating activities

Changes in working capital

Operating cash flow before

Cash available for distribution

Cash available for distribution

per trust unit

Distribution to unit holders

Distribution to unit holders

working capital changes

Receipt of principal on

notes receivable

Decrease / [Increase] in restricted cash

per trust unit

Other

Repayment of long term liabilities

Maintenance capital expenditures

$

$

$

$

$

19,638

19,468

17,498
2,110

16,016

B04

117)

[469]

l5a9l

101

0.28

0.23

Three months ended

December 31

i1

Q Algonquin Power Energy-lrom~Was!e, Ontario

The Fund's distribution as a percentage of

cash available for distribution' ("Payout Ratio"]

has improved to 98.7% in 2005. The Fund achieved

Payout Ratios of 123.4% in 2002, 706.9% in 2003

and 105.8% in 2004.

In prior years, the shortfalls have been funded

primarily by working capital. Should any future

shortfall arise, Management expects to be able to

iIl

$

$

S

$

$

12.241

[906]

11.335

12.685

16.016

330

[PA(]]

217

0.18

0.23

983

160

$

$

$ 55,679

7,932

$

63,611

6/,061

4,959

269

(1,380]

(2,167)

[4011

6A,B91

0.93

0.92

Year ended

December 31

$

$

$

$

66,585
17.2041

59,381

4.164

235

[863]

11 _80/]

11 ,226}

59,887

63,370

_l;¥

0.87

4; 2"

0.92

E
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cover the difference between cash generated and

cash distributed through working capital, cash on

hand or its credit facility. Working capital has been

built up over time from public offerings.

On a per trust unit basis, the Fund generated

$0.28 of cash available for distribution for the

quarter ended December 31, 2005 as compared to

$0.18 for the same period in 2004 and $0.93 for

the year ended December 31, 2005 as compared to

$087 fer the same period in the prior yeah The

Fund distributed $16.0 million during the quarters

ended December 31 of both 2005 and 2004. For

the year ended December 31, 2005 the Fund

distributed $64.1 million as compared to $63.4

million for the same period during 2004.

On a per unit basis, the Fund maintained

distributions at $023 per trust unit for the quarter

ended December 31, 2005, consistent with 2004,

and $0.92 for the year ended December 31, 2005,

consistent with 2004.

Under Canadian tax rules, cash distributions

consist of a return of capital portion [tax deferred]

and a return on capital portion ltaxablel. For the

year ended December 31, 2005, the Fund's return

of capital was approximately 53% as compared to

62% for the same period in the prior year.

For the quarter ended December 31, 2005, the

Fund had $11.4 mi l l ion of  cash and cash

equivalents. As al December 31, 2005, the Fund

had positive net working capital of $2.9 million.

The surplus is  in part a result of  the Fund

generating excess cash over distributions.

During the quarter ended December 31, 2005,

the Fund incurred capital expenditures of $2.6

mill ion, as compared to $5.2 mill ion in the

comparable period in 2004. During the year ended

December 31, 2005, the Fund incurred capital

expenditures of $15.9 million, as compared to

Liquidity and Capital Reserves

$17.3 million for the comparable period in 2004.

Capital expenditures during the quarter ended

December 31, 2005 were primarily growth related

expenditures in  the Infrastructure Division

Capital expenditure requirements are anticipated

to be approximately $34 million for all of fiscal

2006. The majority of these expenditures are

growth related expenditures in the Infrastructure

Divis ion, in part  to comply with new rules

pertaining to arsenic treatment procedures,

Long term liabilit ies increased to $157.0

million at December 31, 2005 as compared to

$120.1 million at December 31, 2004. Long term

liabilities primarily consist of project level debt of

approximately $877 million and an amount of

$69.3 million drawn on the Fund's revolving credit

facility as compared to project level debt of $90.1

million and an amount of $30.0 million drawn on

the Fund's revolving credit facility at the end of the

fourth quarter of 2004. Project debt is paid at the

project level where adequate cash f lows are

available to fund the project debt requirements

and the debt is generally non-recourse to the

Fund Project debt repayments are deducted in

the calculation of cash available for distribution.

The Fund has in place a $145 million revolving

credit facility of which $125 million is to be used

for acquisitions, investments and letters of credit,

and the balance of $20 million is to be used for

operating requirements. At the quarter ended

December 31, 2005_ the Fund had drawn $693

million on the acquisition portion of the revolving

credit facility. The Fund had $nil drawings on the

operating portion of the revolving credit facility.

Subsequent to the end of the year, the Fund

drew an additional $26.4 million on its credit

facility to fund the construction requirements of

AirSource and working capital requirements. In

addition, Management reached an agreement

with the Fund's senior lenders to increase its
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credit facility by $30.0 million to $175.0 million

There were no material changes to the terms and

conditions of the Fund's credit facility.

increase is effective until July 2006. The Fund

intends to finance its capital expenditures and

other commitments through working capital, its

revolving credit facility and through additional

trust unit and/or debenture offerings

During the quarter ended December 31, 2005

the Fund repaid $43.8 million on its credit facility

as a result of AirSource repaying a portion of its

subordinated debt. The Fund also drew $26.5

million its facility to further fund the

requirements of Air Source and to acquire the

infrastructure facility in Arizona. The Fund's total

commitment to AirSource is $74.4 million of which

the Fund intends to finance initially by utilizing the

revolving credit facility, Since the Fund utilizes the

revolving credit for growth capital expenditures

including acquisitions, the revolving credit has

been reduced in the past by the issuance of units

on

andlor debentures to the public. It is anticipated

that the revolving credit would be repaid by a

future offering of units and/or debentures. At the

quarter ended December 31, 2005, the Fund had

advanced $20.5 million to AirSource in addition to

providing letters of credit of $15.4 million, for a

total advance of $35.9 million. included in the

drawings on the credit facility subsequent to the

end of the year was $22.9 million to Lund the

instruction requirements of AirSource

For the quarter ended December 31, 2005 the

Fund maintained a long term debt~t0-equity ratio

[including long term liabilities, other long term

liabilities and convertible debentures of 56%. The

Fund may settle the outstanding convertible

debentures, at its option, in cash, or, subject to

certain conditions, in Fund units. Accordingly, if the

convertible debentures are excluded from debt in

this calculation [included as equity. the long term

debt-to-equity ratio would be reduced to 31%

Contractual Obligations
Information concerning contractual obligations as of March 7, 2006 is shown below

$ 1.005 $ 71,600 2.753 $ 167,648Long term debt obligations

Other obligations

oral obligations

$ 243,006

33013

$ 276,019

22579

$ 23,584 $ 76.501 S 3,302 $ 172,632

Long term obligations normally include

regular payments related to long term debt and

other obligations. These payments are included as

a reduction to cash available for distribution

Included in the other obligations in the one year

time frame is the Fund's commitment as of March

7. 2006 to advance an additional $156 million to

AirSource with regards to fulfilling its

commitment to AirSource and its commitment of

$6.5 million regarding the installation of the

8% Hollow Dam. New York
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As at December31, 2005, the Fund had 69,691 ,592

issued and outstanding units. As at March 7,

2006, no additional units had been issued or

redeemed.

In 200/, the Fund issued 85,000 convertible

unsecured debentures at a price of $1,000 for

each debenture, The debentures bear interest at

665% per annum and are convertible into trust

units of the Fund at the option of the holder at a

conversion price of $10.65 per trust unit, being a

ratio of approximately 93.90 trust units tor each

$1,000 principal, The debentures may not be

redeemed by the Fund prior to July 31, 2007. As

December 2005, 85,000

convertible debentures outstanding. As at March

7, 2006, no debentures had been presented

for conversion

additional steam generation and transmission

assets required for the sale of steam from the

EFWfacility.

Unit holders' Equity and
Convertible Debentures

at

Dealings with Algonquin Power
Group
Companies related to the Manager provide

operations and technical services on a cost-

recovery basis. Two of these companies meet the

definition of a variable interest entity 1"VlE"], as

discussed below and are consolidated with the

Fund. As such, any iritercompany balances with

respect to these companies have been eliminated.

In addition, the Fund's head office premises are

leased from an entity related to the Manager.

Details are outlined in note 12 of the Fund's

audited consolidated financial statements for the

year ended December 31, 2005.

When appropriate for use in its operations, the

Fund utilizes chartered aircraft, including the use

31 there were

Variable Interest Entities

of an aircraft owned by an affiliate of the Manager.

The Fund entered into an agreement and

remitted $1 .3 million to this affiliate as an advance

against expense reimbursement [including engine

utilization reserves] for the Fund's business use of

this aircraft. Under the terms of this arrangement,

the Fund will have priority access to make use of

the aircraft for a specified number of hours at a

cost equal solely to the third party direct operating

costs incurred when flying the aircraft; such direct

operating costs do not provide the affiliate with

any profit or return on or of the capital committed

to the aircraft.

In June 2003, the CICA issued Accounting

Guideline 15. "Consolidation of Variable Interest

Entities" ["AcG-15"]. AcG-15 addresses

application of consolidation principles to certain

entities that are subject to control on a basis of

control other than ownership of voting interests.

AcG-15 addresses when an enterprise should

include the assets, liabilities and results of

activities of such an entity in its consolidated

financial statements.

The Fund adopted AcG-15 on a retroactive

basis. The adoption had no impact on net

earnings or opening def ic it. Under the new

guidelines, the Fund consolidated the accounts of

Algonquin Power Systems Inc and Algonquin

Water Services LLC with the accounts of the Fund.

There was no material impact on the Fund.

There are a number of risk factors relating to the

business of the Fund. Some of these risks include

the dependence upon Fund businesses,

regulatory c limate and permits, US versus

Canadian dollar exchange rates, tax related

matters, commodity prices, gross capital

Risk Management

the
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requirements, labor relations,

key customers and environmental health and

safety considerations. A more comprehensive

assessment of the Fund's business risks is set out

in the 2005 Renewal Annual Information Form.

The Fund is entirely dependant upon the

operations and assets of the Fund businesses.

Accordingly, distributions unit holders are

dependent upon the profitability of each of the Fund

businesses. This profitability could be impacted by

equipment failure, the failure of a major customer

to fulfill its contractual obligations under its power

purchase agreement, reductions in average energy

prices, a strike or lock-out at a facility and

expenses related to claims or clean-up to adhere to

environmental and safety standards. These risks

are mitigated through the diversification of the

Fundls operations, both operationally (Hydro,

Cogeneration, Alternative Fuels and Infrastructure]

and geographically (Canada and USI. the use of

regular maintenance programs, maintaining

adequate insurance and the establishment of

reserves for expenses. In addition, the Fund's

existing long term power purchase agreements

minimize the risk of reductions in average

energy pricing.

Profitability of the Fund businesses will be in

part dependent on regulatory climates. in the case

of some hydroelectric facilities, water rights are

generally owned by governments who reserve the

right to control water levels which may affect

revenue. The water and

reclamation facilities are highly regulated and are

subject to rate settings by state regulators.

Management continually works with

authorities to manage the affairs of the business.

The hydroelectric operations of the Fund are

impacted by seasonal fluctuations. These assets

are primarily "run-0f»the-river" and
fluctuatewith the natural water flows. During the

distribution water

to

reliance on

as  s uch

thes e

winter and summer periods, flows are generally

slower while during the spring and fall periods

flows are heavier. The ability of these assets to

generate income may be impacted by changes in

water availability or other material hydrologic

events within a watercourse. It is, however,

anticipated that due to the geographic diversity of

the facilities, variability of total revenues will

be minimized.

Currency fluctuations may affect the cash

flows the Fund would realize from its operations,

as certain of the Fund businesses sell electricity

in the United States and receive proceeds from

such sales in US dollars. Such Fund businesses

also incur costs in US dollars. The Fund attempts

to manage this risk through the use of forward

contracts. At the quarter ended December 31,

2005, the Fund had forward contracts to sell US

dollars for fiscal 2006 to fiscal 2010 totaling US$

97.8 million carrying an average rate of $131. The

Fund's policy is not to utilize derivative financial

instruments for trading or speculative purposes.

The Fund has a credit facility and project

specific debt of approximately $157.0 million. In

the event that the Fund was required to replace

these facilities with borrowings having less

iavourable terms or higher interest rates, the level

of cash generated for distribution may be

negatively impacted.

The cash available for distribution generated

from several of the Fund's facilities are

subordinated to senior debt. In the event that

there was a breach of covenants or obligations

with regards to any of these particular loans which

was not remedied, the loan could go into default

which could result in the lender realizing on its

security and the Fund losing its investment in

such facility. The Fund actively manages its

operations to minimize the risk of this possibility.
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Changes to income tax laws and the current tax

treatment of mutual fund trusts could negatively

impact the Fund. Although the Fund is of the view

that it currently qualifies under current legislation

as a mutual fund trust, there can be no assurance

that the legislation will be changed in the future or

that Canada Revenue Agency ["CRA"] will agree

with this position. If the Fund ceases to qualify as a

mutual fund trust, the return to unitholders may be

adversely affected in addition, although the Fund

is of the view that all expenses being claimed bathe

Fund are reasonable and that the cost amount of

the Fundls depreciable properties have been

correctly determined, there can be no assurance

that CRA or the Internal Revenue Service will

agree. A successful challenge by either agency

regarding the deductibility of such expenses or the

correctness of such cost amounts could impact the

return to Unit holders.

The Fund's water distribution and water

reclamation utilities may be located within areas of

the United States experiencing high growth. These

utilities may have an obligation to service new

residential, commercial and industrial customers.

While expansion to serve new customers will likely

result in improved future cash flows, it may require

significant up front capital commitments in the

immediate term. Accordingly, the Fund may be

required to access capital markets or obtain

additional borrowings to f inance these future

construction obligations.

The Fund has fixed the price of its natural gas

exposure until 2006 at the Sanger facility and to

2007 at the EFW facility. After this time, the EFW

facility is the Fund's only natural gas exposure as

the other facilities have pass through provisions in

their energy agreements. Natural gas at the EFW

facility will be re-contracted on a rolling basis.

The Fund maintains adequate insurance on all

of its facilities This includes property and casualty,

boiler and machinery, and liability insurance.

The Fund recognizes revenue derived from

energy sales at the time energy is delivered. Water

reclamation and distribution revenue is recognized

when delivered to customers. Revenue from waste

disposal is recognized on an actual tonnage of

waste delivered to the plant at prices specified in

the contract. Certain contracts include price

reductions if specified thresholds are exceeded.

Revenue for these contracts are recognized based

on actual tonnage at the expected price for the

contract year and any amount billed in excess of the

expected is deferred.

The Fund books deferred credits received by the

infrastructure Division which relate to advances

from developers for water distribution and water

reclamation main extensions received. These

advances usually carry repayment terms based on

the revenue generated by the development in

question ranging for a term of 10 years. At the end

of the payment term, the unpaid portion of the

advance converts  to contr ibut ion in aid of

construction and is not required to be repaid to the

developer The Fund records the deferred credits

based on its expected repayments as determined

by historical experience and industry practice.

The Fund records at cost capital assets such as

land, facilities and equipment. improvements that

increase or prolong the service life or capacity of an

asset are also capitalized at cost. Intangible assets

such as power purchase contracts acquired,

licensing costs and customer relationship costs are

recorded at cost. The Fund reviews capital and

intangible assets for permanent impairment

whenever events or changes in circumstances

indicate the carrying amounts  may not be

recoverable.

The Fund enters into forward contracts to hedge

against its exposure to the US dollar Gains and

losses f rom these activities are reported as

Critical Accounting Estimates
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Management will continue to identify opportunities

to optimize the performance of  its portfolio,

Management is focusing its efforts on integrating

recently acquired facilities including the

hydroelectric facility and water distribution and

water reclamation facilities as well as identifying

efficiency opportunities to enhance unitholder value.

Cash available for distribution for 2006 is

expected to remain in line with distributions

to unitholders. Further organic growth in water

distribution and reclamation services, continuing

average long term hydrologic conditions, the

escalation of power prices in certain hydroelectric

power purchase agreements. coupled with no

unforeseen events should result in improved cash

available for distribution.

The Fund continues to be an industry leader in

the areas of the environment and health and safety

The Fund maintains continuous health and safety

training for all its operations and maintenance

staff. All of the Fund's facilities are in compliance in

all material respects with local and federal

environmental regulations. The Fund continues to

upgrade the facilities' environmental controls

utilizing best available technology

Management will continue to invest in

information technology to reduce administrative

costs by continuing the implementation of supply

chain management systems and integrated billing

and customer protocols.

In keeping with the emerging Ontario Securities

Commission requirements, Management will

continue the process of completing the review and

documentation of its controls and procedures for

annual certification of the financial statements.

adjustments to the related revenue or expense

account as they are settled.

Outlook
In accordance with the requirements of  the

Securities Act [Ontario] and other provincial

securities legislation, the CEO and CFO of the Fund

are required to certify annually that they have

designed the Fund's disclosure controls and have

evaluated their effectiveness for the applicable

period. Disclosure controls are those controls and

procedures which ensure that information that is

required to be disclosed by Multilateral Instrument

52-109, the Ontario Securities Commission and

other provincial regulators is recorded, processed

and reported within the time frames specified

by regulators,

During 2005, the Fund commenced a review of

its Disclosure Policy, and the amended policy

was approved by the Trustees of the Fund in

December of 2005. In addition, the Disclosure

CommitteeS structured operating routines were

further developed, supported by the Disclosure

Committee Charter The underlying importance of

this work has been reinforced with the Manager

and CFO. Accordingly, it is now written policy that

information must be forwarded to the Manager

and/or the CFO on a timely basis so that decisions

can be made regarding required external

disclosures. Although this process has existed for

some time, it has now been formalized in written

operating procedures.

The Trustees of the Fund have concluded that

the disclosure polices and procedures of the Fund

will provide reasonable assurance that the Fund's

policy of providing timely, consistent, fair and

accurate disclosure of material information will

be achieved.

Disclosure Controls and
P r o c e d u r e s

4

E

f

3 1
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The following is a summary of unaudited quarterly

financial information for the two years ended

Quarterly Financial information

December 31, 2005.

Millions of dollars except per trust unit amounts

Total assets

Total assets

Revenue

Net earnings per trust unit

Long term debt

Distribution per trust unit

Ne t e a rn ings

Net earnings

Net earnings per trust unit

Revenue

Distribution per trust unit

Long term debt

The quarterly results are impacted by various f actors including seasonal fluctuations and acquisition of

facilities as noted in this management's discussion and analysis.

813.t

812.8

235.6

186.4

023

60.6

0.03

37 2

0.05

0.23

3.3

18

x

4
} \ § \  I

>
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822.1

261.8

809.0

189.7

45.0

0.02

0.23

41 9

0.12

0.23

8 1

1.6

0  ".

8:

838.2

834.2

2868

2146

0.14

0.23

40.7

0.23

0.16

11,5

9.5

2.8

4 1

5
4

823.8

824.8

2715

226.2

l0.\1

0.13

0.23

40.7 160 5

50 9

0.00

0.23

8.9

9
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271.5

824.8

226,2

179.3

0.92

0.31

0.33

0.92

21.8

22.8

32
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Recently Issued Canadian
Accounting Standards

§ Bellererre, (Juébec

statements of

financial

In January 2005, the CoCA issued the following

Handbook sections; Section 3855 - "Financial

Instruments - Recognition and Measurement

Section 1530 - "Comprehensive Income" and

Section 3865 - "Hedges". These new standards

will be effective for interim and annual financial

statements commencing in 2007, The new

standards will require presentation of a separate

statement of comprehensive income, Foreign

exchange gains and losses on the translation of

the financial self-sustaining

subsidiaries previously recorded in a separate

section of shareholders' equity will be presented in

comprehensive income. Derivative

instruments will be recorded in the balance sheet

al fair value and the changes in fair value of

derivatives designated as cash flow hedges will be

reported in comprehensive income. The existing

principals of Accounting Guideline 13 will be

substantially unchanged tor hedge documentation

The Fund is assessing the impact of the

new standards

QS Windsor Locks. Connecticut

Tafiguas, California

Gold Canyon Sewer Company, Arizona



Auditors'

To the Unitholders of Algonquin Power Income Fund

We have audited the consolidated balance sheets of Algonquin Power Income Fund as at December 31, 2005

and 2004 and the consolidated statements of earnings and deficits and cash flows for the years then ended.

These financial statements are the responsibility of the Fund's management. Our responsibility is to

express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with Canadian generally accepted auditing standards. Those

standards require that we plan and perform an audit to obtain reasonable assurance whether the financial

statements are free of material misstatement. An audit includes examining, on a test basis, evidence

supporting the amounts and disclosures in the financial statements. An audit also includes assessing the

accounting principles used and significant estimates made by management, as well as evaluating the

overall financial statement presentation.

In our opinion, these consolidated financial statements present fairly, in all material respects, the

financial position of the Fund as at December 31, 2005 and 2004 and the results of its operations and its

cash flows for the years then ended in accordance with Canadian generally accepted accounting principles.

Toronto, Canada

March 7, 2006

Chartered Accountants

Repos
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December St, 2005 and December 31, 2004

(thousands of Canadian dollars)

Assets

Current assets

Cash and cash equivalents

Accounts receivable

Prepaid expenses

Current portion of notes receivable [note 31

Future income tax asset [note 11]

Consolidated

Long-term investments [note 3]

Future non-current income tax asset (note 111

Capital assets, net of accumulated amortization [note 41

Intangible assets, net of accumulated amortization note 51

Restricted cash

Deferred costs [net of accumulated amortization of $2,425, (2004 - $1,383]

Liabilities
Current liabilities
Accounts payable and accrued liabilities

Due to Algonquin Power Group note 12]

Cash distribution payable

Current portion of long

Current income tax liability

Future income tax liability (note ll]

Long-term liabilities (notes 6 and 7)

Convertible debentures (note 8]

Other long-term liabilities (note 9]

Deferred credits

Future non-current income tax liability (note 11]

Unitholders' equity

Trust units (note 101

Deficit

Commitments and contingencies (notes 2 and 131

Guarantees (note 20]

Subsequent events note 211

See accompanying notes to the consolidated financial statements

Approved by the Trustees

-term liabilities [notes 7 and 91

Balance Sheets

SE

45,278

57,489

7.719

627,652

76.848

3.458

5,357

s 823,801

SS

$ 823,801

654,176

[201 ,wet

452,998

\57,002

85,000

10,435

19.102

56,917

11,363
29,206
m s
2.791

28.585
62

10,677

1,445

435

1.143

42,347

2005

$

33

S

33 824,796

654,176

['l58_9(]5]

495,271

6.425

610,756

83,677

3.728

6.815

824,796

33.105
99

10.677
1.666

596
1.449

47,592
120,085
85.000
8.960

12.124
55,76/

34.348

25,B19

2,060

64,834

48,561

2,589

18

2004



For the years ended December31, 2005 and December 31, 2004

(thousands of Canadian dollars except per lrusr unit)

Energy sales

Waste disposal fees

Water reclamation and distribution

Other revenue

Revenue

Expenses

Operating

Amortization of capital assets

Amortization of intangible assets

Management costs [note 12]

Administrative expenses

Withholding taxes

Gain on foreign exchange

Interest expense

Interest, dividend and other income [note 171

Write down of fixed assets and intangible assets [notes A and 5]

Consolidated Statements of Earnings and Deficit

Earnings before undernoted

Earnings before income taxes and minority interest

Current income taxes [note 11)

Future income taxes [note 11]

Net earnings

Deficit, beginning of year

Minority interest

Cash distributions (note 151

Deficit, end of year

Basic and diluted net earnings per trust unit [note 16)

See accompanying notes to the consolidated financial statements

$ 136.038

13,031

28,371

1.884

179,324

21.788

[158,905]

{64,061)

35 1201.1731

S 0.31

106,691

27,325

6.463

825

5,681

1477

01.7441

146,418

32,906

[16,379]

11,398

(3,533)

18.5141

24,392

854

1.750

2,604

2005

$ 122,981

14,086

23,456

94,641

26,730

5,565

777

5.596

483

[2,6011

131.190

29,333

[12/440]

10,943

11 _932]

[3429]

25,901

1,105

1.180

2,285

817

22,802

11183371

163,3701

$ [158_905]

$ 0.33

160,523

2004

r

36
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For the years ended December 31, 2005 and December 31, 2004

(thousands of Canadian dollars)

Operating Activities

Consolidated Statements of Cash Flows

Net  earnings

I tems not  affect ing cash

Amort izat ion at  capital assets

Amort izat ion of intangible assets

Other amort izat ion

Minori ty  interest

Distribut ion received in excess of equity income

Future income taxes

W rite down of fixed and intangible assets

AirSource commitment  fee [note 3]

Gain on foreign exchange

Changes in non-cash operat ing work ing capital

Financing Ac t iv i t ies

Cash dis t r ibut ions

Issue costs of t rust  units

Convert ible debenture issue [note 8)

Expenses of convert ible debenture issue [note 8]

Deferred costs

Increase in long-term l iabi l i t ies

Decrease in long-term l iabi l i t ies

Deferred credits

Other

Investing Ac t iv i t ies

Decrease in restricted cash

Receipt of principal on notes receivable

Addit ions to capital assets

Acquisit ion of notes receivable

Acquisit ions of operat ing ent it ies net of cash acquired [note 2]

Supplemental disc losure of cash flow informat ion

Cash paid during the year for interest expense

Cash paid during the year for income taxes

Non»eash

Issue of t rust  units lo ret ire convert ible debentures of KMS

Effect of exchange rate differences on cash and cash equivalents

Increase / [decrease] in cash and cash equivalents

Cash and cash equivalents, beginning of year

Cash and cash equivalents, end of year

See accompanying notes to the consolidated financial statements

$

35

$

$

$

[64061]

205

(1 .1541

93,080

155.3101

1290]

317

(27_213]

270

9.697

(15,912)

(16,241)

[28,952]

151.1381

[313]

(22,985)

34,348

11,363

21,7B8

27,325
6.463
1 .339

208

1.750

3.533

3,228

12.0231

63.611

(7,932)

55.679

15,753

871

2005

$

$

$

$

$

163.3701
[700]

85,000
14,1001
(2,3051

30,000
[71 _969l

426
11 _1 171

[28,135}

235

21.988

11783361

1139171

[15_159}

[24189]

11 _1511

13.110

21,238

34,348

26_730

5.565

2,331

817

(161

1.180

1.932

500

[2,460]

59,381

7.204

66,585

22,802

16,663

z001.

9.441
1.624

4

482: ,

l

L *
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Notes to the Consolidated Financial Statements
(in thousands of Canadian dollars except as noted and per trust unit)

Algonquin Power Income Fund [the "Fund"] is an open-ended, unincorporated trust established pursuant to the

Declaration of Trust dated September 8, 1997, as amended, under the laws of the Province of Ontario. The Fund's

principal business activity is the ownership, directly or indirectly, of generating and infrastructure facilities, through

investments in securities of subsidiaries including limited partnerships and other trusts. The activities of the

subsidiaries may be financed through equity contributions, interest bearing notes and third party project debt as

described in the notes to the financial statements. The revolving credit facility and the convertible debentures are

direct obligations of the Fund

The Trustees declare on a monthly basis, distributions to the Unitholders. Currently such distributions are $0.92

per unit on an annualized basis

The Fund is managed by Algonquin Power Management Inc. ("APMl"]_ a company wholly owned by the four principal

employees of APMI who provide management services for the Fund. A majority of the shareholders of APMI

indirectly own Algonquin Airline Limited Partnership which owns an aircraft the Fund charters. The shareholders of

APMI own Aig0nquin Property LP which leases the corporate office to the Fund. Collectively, these entities are

referred to as the Algonquin Power Group

1. Significantaccounting policies

[al Basis of consolidation

The consolidated financial statements of the Fund have been prepared in accordance with accounting principles

generally accepted in Canada and include the consolidated accounts of all of its subsidiaries. The Fund consolidates

its proportionate share in the Vailey Power Limited Partnership

in June 2003, the CICA issued Accounting Guideline 15, "Consolidation of Variable Interest Entities" l"AcG-15"]

AcG-15 addresses the application of consolidation principles to certain entities that are subject to control on a basis

of control other then ownership of voting interests. AcG-15 addresses when an enterprise should include the

assets, liabilities and results of activities of such an entity in its consolidated financial statements. The Fund

adopted AcG-15 on a retroactive basis The adoption had no impact on net earnings or opening deficit

All significant intercompany transactions and balances have been eliminated

lb) Cash and cash equivalents

Cash and cash equivalents include cash deposed at banks and highly-liquid investmentswithoriginal maturities of

90 days or less

(cl Restricted cash

Cash reserves segregated from the Fund's cash balances are maintained in accounts administered by a separate

agent and disclosed separately in these consolidated financial statements as the Fund cannot access this cash

without the prior authorization at parties not related to the Fund



(dl Capital assets

Capital assets, being land, facilities and equipment, are recorded at cost. Development costs, including the cost of

acquiring or constructing facilities together with the related interest costs during the period of construction are

capitalized. Improvements that increase or prolong the service life or capacity of an asset are capitalized

Maintenance and repair costs are expensed as incurred

The facilities and equipment, which include overhauls, are amortized on a straight-line basis over their estimated

useful lives. For facilities these periods range from 15 to 40 years. Facility equipment is amortized over 2 to it]

years

(el Intangible assets

Power purchase contracts acquired are amortized on a straight-line basis over the remaining term of the contract

These periods range from 6 to 15 years from date of acquisition

Customer relationships are amortized on a straight-line basis overAwe years

If] Impairment of long-lived assets

The Fund reviews capital assets and intangible assets for impairment whenever events or changes in circumstances

indicate the carrying amount may not be recoverable. Recoverability is measured by comparing the carrying

amount of an asset to expected future cash flows. If the carrying amount exceeds the expected future cash flows

the asset is written down to its fair market value

lg) Notes receivable

Notes receivable are carried at cost. A provision for credit losses on notes receivable is charged to the statement of

earnings and deficit to cover any losses of principal and accrued interest

[h] Deferred costs

Deferred costs, which include the costs of arranging the credit facility, costs associated with the issuance of

convertible debentures, costs associated with periodic customer rate reviews with the utility governing bodies for

the water reclamation and distribution facilities, are amortized on a straight-line basis over the term of the expected

benefit being 2 to 7 years

Ii) Long-term investments

Investments in which the Fund has significant influence but not control or joint control are accounted using the

equity method. The Fund records its share in the income or loss of its investees in interest, dividend and other

income in the consolidated statement of earnings and deficit All other equity investments where the Fund does not

have significant influence or control are accounted for under the cost method, Under the cost method of

accounting, investments are carried at cost and are adjusted only for other-than-temporary declines in value

distributions of earnings and additional investments
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Certain of the water companies receive advances from developers for water and sewage main extensions. The

amounts advanced are generally repaid over a period of 10 years based on 10% of the revenues generated by the

housing/development in the area developed. Generally, advances not refunded within the specified period are not

required to be repaid. The estimate al non-refundable amounts is credited against capital assets. The Fund also

receives contributions in aid of construction with no repayment requirements in which the full amount is

immediately treated as a capital grant and netted against capital assets.

Deferred water rights result from a hydroelectric generating f ability which has a fifty-year water lease with the first

ten years of the water lease requiring no payment. An average rate was estimated over the life of the lease and a

deferral was booked based on this estimate which is being drawn down in the last forty years.

lj) Deferred credits

Commitment fees received associated with the financing to AirSource are amortized over the term of the financing

facility, being 'years note 31.

Ill Recognition of revenue

Revenue derived from energy sales, which are mostly under long-term power purchase contracts, is recorded at the

time electrical energy is delivered.

Water reclamation and distribution revenues are recorded when delivered to customers.

Revenue from waste disposal is recognized on actual tonnage of waste delivered to the plant at prices specified in

the contract. Certain contracts include price reductions if specified thresholds are exceeded, Revenue for these

contracts are recognized based on actual tonnage at the expected price for the contract year and any amount billed

in excess al the expected rate is deferred.

The Funds United States subsidiaries and partnership interests are considered to be functionally integrated with

the Canadian operations. All monetary assets and liabilities denominated in United States dollars are translated

into Canadian dollars at year-end exchange rates, whereas non-monetary assets and liabilities are translated at the

rate in effect at the transaction date. The revenues and expenses of these integrated operations are translated at

the average rate of exchange in effect during the period. The foreign currency translation adjustment is reflected in

the consolidated statement of earnings and deficit, Amortization of assets translated at historical exchange rates

are translated at the same exchange rate as the assets to which they relate.

(ll Foreign currency translation

interest and dividend income from long-term investments is recorded as earned.

The Fund enters into forward contracts to hedge against possible fluctuations in its exposure to the US dollar. Gains

and losses from these activities are reported as adjustments to the related revenue account as they are settled and

no balance is carried on the consolidated balance sheet.

(ml Derivatives contracts

AT



The Fund's policy is not to utilize derivative financial instruments for trading or speculative purposes.

The Fund formally documents all relationships between hedging instruments and hedged items, as well as its risk

management objective and strategy for undertaking various hedge transactions. This process includes linking all

derivatives to specific assets and liabilities on the balance sheet or to specific firm commitments or forecasted

transactions. The Fund also formally assesses, both at the hedge's inception and on an ongoing basis, whether the

derivatives that are used in hedging transactions are highly effective in offsetting changes in fair values or cash

flows of hedged items.

In! Asset retirement obligations

The fair value of estimated asset retirement obligations is recognized in the consolidated balance sheets when

identified and a reasonable estimate of fair value can be made. The asset retirement cost, equal to the estimated

fair value of the asset retirement obligation, is capitalized as part of the cost of the related long-lived asset. The

asset retirement costs are depreciated over the assets estimated useful life and included in amortization expense

on the consolidated statement of earnings and deficit. Increases in the asset retirement obligation resulting from

the passage of time are recorded as accretion of asset retirement obligation in the consolidated statement of

earnings and deficit. Actual expenditures incurred are charged against the accumulated obligation.

As the Fund is an unincorporated trust, it is entitled to deduct distributions to unit holders to the extent of its taxable

income and consequently, it is expected that the Fund will not be liable for any material tax as this will be the

responsibility of the individual unit holder Any provision tor income taxes will relate solely to the income taxes of the

Fund's wholly owned subsidiaries.

lot Income taxes

Income taxes are accounted for using the asset and liability method. Future tax assets and liabilities are recognized

for the future tax consequences attributable to differences between the financial statement carrying amounts of

existing assets and liabilities and their respective tax bases. Future tax assets and liabilities are measured using

enacted or substantively enacted tax rates expected to apply to taxable income in the years in which those temporary

differences are expected to be recovered or settled. The effect on future tax assets and liabilities of a change in tax

rates is recognized in earnings in the year that includes the date of enactment or substantive enactment.

A valuation allowance is recorded against future tax assets to the extent that it is more likely than not the future tax

asset will not be realized.

The preparation of financial statements requires management to make estimates and assumptions that affect the

reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of these

financial statements and the reported amounts of revenue and expenses during the year. Actual results could differ

from those estimates. During the years presented, management has made a number of estimates and valuation

assumptions, including the useful lives and recoverability of capital assets and intangible assets, the recoverability

(pl Use of estimates

1

2
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of notes receivable and long-term investments, the recoverability of future tax assets, the portion of aid-in

construction payments that will not be repaid, and the fair value of financial instruments and derivatives, These

estimates and valuation assumptions are based on present conditions and management's planned course of action,

as well as assumptions about future business and economic conditions. Should the underlying valuation

assumptions and estimates change, the recorded amounts could change by a material amount.

AI it On March 11, 2005, the Fund purchased all the assets used in the operation of five water distribution and water

reclamation facilities f"the systems"l for cash consideration of $11.2 million [US $ 9.A million). A deposit in the

amount of $11A million [us $1 ,0 million] was paid in 2004. The systems, which in aggregate serve approximately

4,200 equivalent residential connections, are located in Texas and Illinois. The purchase and sale agreement

provided for the acquisition 01 3 additional assets, subject to regulatory approval, located in Missouri serving

approximately 1,000 customers, for a purchase price of $A.6 million [US $3.8 millions. On August 14, 2005, the Fund

received approval from the regulator and completed the Missouri acquisitions. The Fund also incurred $0.4 million

tis $03 million] 01 acquisition costs.

(q) Comparatives

Certain comparative amounts have been reclassified to conform with current year financial presentation.

2. Acquisitions

ii] On September 21, 2005, the Fund purchased the Beaver Falls Hydro Plant, a 2,5 MW hydro electric generating

station located in Beaver Falls, New York, for cash consideration of $1.0 million [US $0.8 millions. Electrical energy

produced by the facility is sold to Niagara Mohawk under a power sales contract which expires in 2019. The Fund

also incurred $0.1 million [US $0.1 million] of acquisition costs. The Fund has included $1.8 million (US $1.5

million] in deferred credits related to below market hydro rates in the power purchase agreement which will be

amortized over the term of the agreement.

iii] On December 2, 2005, the Fund acquired the shares of Rio Rico Utilities Inc. ("Rio Rico") located in the Town of Rio

Rico, Arizona, tor $10.2 million (US $8.8 million), in the infrastructure operating segment. The company owns and

operates the potable water distribution and water reclamation utility assets. The Fund also incurred $02 million (US

$0.2 million] of acquisition costs, The Fund will also pay to the vendor for additional customers connected with Rio

Rico over the next three years. At December 31, 2005, Rio Rico services approximately 7,200 water and wastewater

customers.

The acquisitions have been accounted for using the purchase method, with earnings from operations included since

the date of acquisition. The consideration paid by the Fund has been allocated lo rel assets acquired as follows:

I
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Working capital

Fixed assets

Intangible assets

Future non-current income tax asset

Customer deposits

Deferred credits

Total purchase price

Less: cash acquired

Less: deposit paid in 2004

Cash consideration paid

On September 30, 2004, the Fund acquired an interest in 12 landfill gas powered generating stations [the "LFG

Facilities"] representing approximately 36MW of installed capacity for total consideration of $11,374 (US $9_000l.

The majority of the LFG f abilities were commissioned in the late 1990ls. The electricity produced is sold to a number

of large utilities pursuant to long-term power purchase agreements with an average termination date of 2011.

Bl

The acquisition has been accounted for using the purchase method. with earnings from operations included from

the date of acquisition.

Intangible assets in infrastructure include customer relationships that are amortized over AU years.

The consideration paid bathe Fund has been allocated to net assets acquired as follows:

Working capital

Capital assets

Intangible assets

Total purchase price

Less: cash acquired

Cash consideration paid

intangible assets represent the value of power purchase contracts acquired with the LFG facilities and are

amortized over the remaining life of the contracts from date of acquisition ranging from 1 to 16 years.

Cl In accordance with the purchase and sale agreements of Litchfield Park and Woodmark Utility Company

additional amounts are required to be paid to the vendors for additional customers connected to the facilities. For

Litchfield Park, these payments continue until 2008 and for Woodmark until 2007. The additional payments of

$2,698 12004-$3,783] are capitalized as part of the customer relationship intangible asset, gross of future income

taxes of $1 ,627 12004-$2,279i.

Alternative Fuels

$ 1,350

8.621

1,746

11,717

[343]

11,374$

Infrastructure

$ 609

19,647

3.361

3,369

(1541

1163]

26,669

1187]

[1,368l

25,114$

Hydroelectric

S

$ 1,140

111701

1440

2.910

$ 609

$

22,557

3,361

3,369

1154)

[1 .933]

27,809

M 871

[1368]

26,254

Total

i

8
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Litchfield Park
Woodlark

3. Long-term investments

In US$

The above notes are secured by the underlying assets of the respective facilities.

On September l, 2005, the principal on the Campbellford Note of $4,738 was repaid. On this date, consolidation of

the Campbellford investment ceased and equity accounting commenced The proceeds of $4,738 were allocated to

reduce the existing note receivable and the existing investment in Campbellford. A prepayment fee is due as a result

of the early prepayment and included in other above.

A 45% partnership interest in the Algonquin Power pRattle Brook] Partnership

A 50% partnership interest in Campbetlford Limited Partnership

Debt and equity interests, ranging in ownership between

l2..l% is 32A%, in four generating f abilities.

Across America Note

Note bearing interest of 12.00% repayable in quarterly installments,

[principal and interest! of US$ 635, maturing January al_ 2008.

Campbellford Note

Note bearing interest of 9.94150/0 repayable in monthly blended installments

principal and interest] of $32, maturing February 28, 2015.

Airsource Note

Note bearing interest of tt.tB9% maturing September 30, 2014. Interest decreases

to 10739% after conversion. No principal payments until January 1, 2009.

Airline Advance [note 12]

Advance for expense reimbursement for business use of aircraft

Other

LESS: current portion

$

$

$

2,584
114

2.698

2,300

2005

$

$

95 3,624

159

3.783

2.944

200/

$ 27,346

28,823

60,280

2.791

S 57/A89

392

31,457

20,481

2005

3,719

6.185

1.212

945

$ 30,556

16.807

51,150

2.589
$ 48,561

34,343

3,787

20:11.

3,023

8.004

5.512

268
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During 2005, the Fund has provided an additional $14,969 of financing to AirSource Power Fund I LP ["AirSource"}

for the construction of the wind farm in St. Leon and $15,395 in letters of credit. The total outstanding balance at

December 31, 2005 was $20,481. The Fund received a $3,228 commitment fee in 2005, which has been deferred and

is being amortized over the term of the financing facility being years. The Fund`stotal commitment to AirSource is

$74,400

4. Capital assets

Accumulated

amortization Net bookvalue

Facilities

Equipment

104.650

$ 11.504

608.195

$ 11,504

712845

14.584

$ 738,933 $ 111,281 $ 627,652

Facilities include $90,296 (2004 - $89,889 of net assets under capital lease and $8,433 [2004 - $8494 of construction

in process. In addition, $11,329 12004 - $185571 of contributions received in aid of construction have been credited

lo facilities cost

The Fund has entered into an agreement to sell steam from the Algonquin Power Energy-from-Waste facility to an

industrial customer located in close proximity to the Algonquin Power Energy-from-Waste facility. To effect such

sales, the Fund will incur the costs of certain additional steam generation and transmission assets. The Fund has

committed to contractual arrangements to the project totaling approximately $9,800. The Fund has incurred

amounts totaling $2,418 12004 -$8491 included in assets under construction, APC is entitled to 50% of the cashflow

above 15% return on investment

During 2005,the Fund wrote down the cost of both the capital asset and intangible asset related to the Crossroads

facility located in New Jersey to its estimated fair value

Accumulated

amortization Net book value

Facilities

Equipment

85.228

$ 11,504

590.892

$ 11,504

676120

12.623

$ 700,247 $ 89.491 $ 610,756

During 2004, the Fundwrote off the cost of both the capital asset and intangible asset related to the Joliet facility

located in Illinois. Management deemed that the facility was no longer economically viable



>it

5, Intangible assets

6. Revolving credit facility

in August 2005, the Fund renewed its revolving credit facility with a syndicate of Canadian banks. The credit facility

matures August 30, 2007, and has a total credit limit of $145,000 and includes a $20,000 operating line At December

31, 2005, $69,300 (2004 - $30,0001 has been drawn on the revolving credit facility and no amount was outstanding on

the operating line. In addition, the availability of the revolving credit facility has been reduced by $44,883 l200l»-
$30,878] for certain outstanding letters of credit. The terms of the credit agreement require the Fund to pay a

standby charge of 0.30% on the unused portion of the revolving credit facility and maintain certain financial

covenants. The f facility is secured by a fixed and floating *large over all Fund entities.

Power purchase contracts

Customer relationships

Licenses and agreements

Power purchase contracts

Customer relationships

Licenses and agreements

$

3%

39

$

696

103,771

73,966

29,109

73,966

21,423

696

96,085

Cost

Cost

2005

Accumulated

amortization

2004

Accumulated

amortization

33

S 25,234

1.167

522

26,923

S 11,417

528

463

12,408$

Net book value

Net book value

$

$

$ 62,549

20,895

233

83.677$

48,732

27,942

174

76,848

4 6



Senior Debt Long Sault Rapids

Interest at rates varying from 10.16% to 10.21% repayable in monthly

blended installments of $402, maturing December, 2028.

Senior Debt Chute Ford

Interest rate of 1155% repayable in monthly blended installments of

$64, maturing April, 2020.

Sanger Bonds

California Pollution Control Finance Authority Variable Rate Demand

Resource Recovery Revenue Bonds Series 1990A, payable monthly,

maturing September, 2020. US $19,200. The effective interest rate

for 2005 is 2.50% 1200A - 1,29°4l.

Bella Vista Water Loans

Water Infrastructure Financing Authority of Arizona Interest rates of 6.10%

and 6.26% repayable in monthly and quarterly installments, maturing

December, 2017 and March, 2020. The balance of these notes at

December 31, 2005 was US $134 and US $1,802 respectively

12004 - Us $141 and US $1 _872l.

Litchfield Park Service Company Bonds

1999 and 2001 IDA Bonds. Interest rates of 5.87% and 6.71% repayable

in semi-annual installments, maturing October 2023 and October 2031 .

The balance of these notes at December 31, 2005 was US $5,086 and

US $B,339, respectively 12004 - US $5,254 and US $8,423l.

Revolving credit facility [note 6]

Revolving line of credit interest rate is equal to bankers acceptance or

LIBOR plus 1.125 %. The effective rate of interest for 2005 was 4.16%

12004 4.560/01.

Other

7. Long-term liabilities

Less; current portion

$ 42,868

69,300

209

S 158,007
0,0051

$ 157,002

22,385

15,653

5,335

2005

2.257

$

30,000

241

$ m .017

[932]

s 120,085

A3310

23,109

16,462

5.473

2.422

2005

¢

Each of the facility level debt is secured by the respective facility with no other recourse to the Fund. The loans have

certain financial covenants, which must be maintained on a quarterly basis. Non compliance with the covenants

could restrict cash distributions to the Fund from specific facilities. interest paid on the long-term liabilities was

$9,588 12004 - $i2,000].
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Principal payments due in the next five years and thereafter are:

2006 $ 1,005

2007 1,097

2008 70,503

2009 1.313

2010 1,440

Thereafter 82,649

158.007

8. Convertible debentures

In 2004, the Fund issued 85,000 convertible unsecured subordinated debentures at a price of $1 per debenture for

gross proceeds of $85,000 and net proceeds of 581,103 The debenture issue costs of $3.895 are deferred and

amortized over the term of the convertible debentures. The debentures are due July 31, 2011 and bear interest at

665% per annum, payable semi-annually in arrears on January 31 and July 31 each year The convertible

debentures are convertible into trust units of the Fund at the option of the holder at a conversion price of $10.65 per

trust unit, being a ratio of approximately 93.8967 trust units per S1 principal amount of debentures in trust units or

cash The debentures may not be redeemed by the Fund prior to July 31, 2007. The Fund performed an evaluation

of the embedded holder option and determined that its value was nominal and as a result the entire amount of the

debenture is classified as a liability,

Total interest on the convertible debentures in 2005 was $5,653 (200/ - $2,559.

9. Other long-term liabilities

Subsidy

A portion of the revenue received by a subsidiary of the Fund for the sale

of electricity was considered a subsidy. US $3,685.

Bonds Payable

Obligation to the City of Sanger due October 1, 20i 1 at interest rates varying

from 5.15% to 5.55% US $1,205 12004 - US $i.370].

Customer Deposits

Each facility in the Infrastructure Division is obligated by its respective

Stale Regulator to collect a deposit from each customer of its f abilities

when services are connected. The deposits are refundable when allowed

under the facilities' regulatory agreement.

Capital Leases

Obligation for equipment leases.

Other

Less: current portion

$

$

35

10.875

[440]

._. 10,435

2005

4.049

3.061

1.405

2,360

$

$

2001.

3,942

2.850

1,6/.9

8,960

853

400

9.694

[734]

CB



Principal payments due in the next five years and thereafter are:

2006 $ 440

2007 4,497

2008 404

2009 274

2010 275

Thereafter 4,985

10.875

Authorized trust units

The Declaration of Trust provides that an unlimited number of units may be issued. Each unit represents an

undivided beneficial interest in any distribution from the Fund and in the net assets in the event of termination or

wind-up, All units are the same class with equal rights and privileges.

Trust units are redeemable at the holders option at amounts related to market prices at the time subject to a

maximum of $250 in cash redemptions in any particular calendar month. Redemptions in excess of this amount

shall be paid by way of a distribution in kind of a pro rata amount of certain of the Fund's assets, including the

securities purchased bathe Fund, but not to include the generating facilities.

Interest paid Sn other long-term liabilities was $315 [2004 -- $4/U].

10.Trust units

Issued trust units

Balance as at December 31, 2003

Issued pursuant to acquisition of the remaining 52.7%

of the outstanding principal amount of convertible debentures

of KMS Power Income Fund.

issue costs

Balance as at December 31, 2005 and 2004

The provision for income taxes in tale consolidated statements of earnings represents an effective tax rate different

than the Canadian enacted statutory rate of 33.61 % 12004 - 33.66%]. The differences are as follows:

11.lncome taxes

$

Number of units

67,887,612

69,691,592

1.803.980

s 638,213

$

Amount

16,663

17001

654176

{

e
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$ 24,392

135,163)

110.7711

[3,620]

$ 25,904

[36,090]

[10186]

13.4291

1680]

]3,B98]

18281

[846]

2.285

Earnings before income tax and minority interest

Less; income taxed directly in hands of unitholders, not the Fund

Earnings / [losses] of taxable entities

Computed income lax expense [recovery] at Canadian statutory rate

increase ldecreasel resulting from

Change in substantively enacted tax rate

Operating in countries with different income tax rates

Valuation allowances

Manufacturing and processing deduction

Large corporations tax, alternative minimum tax and state taxes

Unrealized foreign exchange rate difference

Other

Income tax expense $

The tax effect of temporary differences at the Fund's subsidiaries that give rise to significant portions of the future

tax assets and future tax liabilities at December 31, 2005 and 2004 are presented below

$ 15,079

17330
$ 1A.626

15.109

'future tax assets

Non~capital loss, debt restructuring charges and currently

non-deductible interest carryforwards

Unrealized foreign exchange differences on US entity debt

Customer advances in aid of construction - difference between

net book value and tax value

Total future tax assets

Less; Valuation allowance

36.981

(33.1931

33.529
[24,002]

[39.690] 143.4951

Future tax liabilities

Capital assets - differences between net book value and

undeprecieted capital cost

Intangible assets - difference between net book value and

cumulative eligible capital

Other

Total future tax liabilities

Net future tax liability 33

(12,759)

11.680}

(54.124

150.3411 $

[15_6'18]

11.1241

160,2971

[50,770]

Classified in the financial statements as

Future current income tax asset

Future non-current income tax asset

Future current income tax liability

Future non-current income tax liability

$ 1 8

$

11.1431

[56,917]

(50_3/1] $

(1 .4l»9]

155_7641

150.7701



At December 31, 2005, the Fund itself has financing expenses and underwriters' fees of $4,665 [2004 - $9,1481 which

will be deductible by the Fund and which will reduce the ultimate amount taxable to the unit holders over the next

four years. This will be offset by additions to the unit holderS taxable income since the Fund's capital assets have an

accounting basis which exceeds their tax basis by $8,111 [2004 - $6.6/3l. In addition, two trusts wholly owned by the

Fund have capital assets with an accounting basis which exceeds their tax basis by $1 ,706 [2004 - $3,850]

12.Algonquin Power Group

in addition to the transactions described in note 3 with AirSource and note 4 with APC, the following related party

transactions occurred

APM1 provides management services including advice and consultation concerning business planning, support

guidance and policy making and general management services. in 2005 and 2004, APMI was paid on a cost recovery

basis for ail costs incurred and charged $825 12004-337771 APMI is also entitled to an incentive fee of 25% on all

distributable cash generated in excess of 33092 per trust unit. During 2005 and 2004 no incentive fees were earned

by APMl

The Fund has leased its head office facilities since iDol from an entity owned by the shareholders of APMI on a net

basis Base lease costs for 2005 were $296 [2004 - $2631 and additional rent representing operating cost was $198

l2lJi:lA - $l2lJ]

When appropriate for use in its operations the Fund utilizes chartered aircraft, including the use of an aircraft

owned by an affiliate of APMI. The Fund entered into an agreement and remitted $1.3 million to the affiliate as an

advance against expense reimbursement [including engine utilization reserves] for the Fund's business use of the

aircraft, Under the terms of this arrangement, the Fund will have priority access to make use of the aircraft for a

specified number of hours at a cost equal solely to the third party direct operating costs incurred when flying the

aircraft; such direct operating costs do not provide the affiliate with any profit or return on or of the capital

committed to the aircraft

13. Contingencies

la) Land and Waler Leases

Certain of the operating entities have entered into agreements to lease either the land and/or the water rights for

the hydroelectric generating facility or to pay in lieu of property lax an amount based on electricity production. The

terms of these leases continue up to 2048. These payments typically have a fixed and variable component. The

variable fee is generally linked to actual power production or gross revenue. The Fund incurred $2.396 during 2005

12004 - $2_919] in respect of these agreements for the consolidated facilities



(bl Contingencies

The Fund and its subsidiaries are involved in various claims and litigation arising out of the ordinary course and

conduct of its business. Although such matters cannot be predicted with certainty, management does not consider

the Fund's exposure to such litigation to be mate rialto these financial statements

1A.Fair value of financial instruments and derivatives

The carrying amount of the Fund's cash and cash equivalents, accounts receivable, funds held in reserve, accounts

payable and accrued liabilities, due to Algonquin Power Group and cash distribution payable, approximate fair

market value

The carrying amount of the Fund's long-term investments is dependant on the underlying operations and

accordingly a fair value is not readily available. The Fund has long-term liabilities at fixed interest rates. The fair

value of these long»term liabilities at current rates would be $160,284 12004 - $121.'?31]. The book value of these
long-term liabilities is $158,007 [2004 - $121 ,0171. The fair value of other long-term liabilities approximates their

carrying value, with the exception of the Joliet subsidy which is not readily available

Deferred credits include payments made by developers to the Infrastructure Division of which a portion based on

revenue for the development in question needs to be paid back over time. These amounts do not bear interest and

the amount to be repaid is uncertain and not determinable. The carrying value is estimated based on historical

payment patterns

The Fund has entered into foreign exchange contracts to manage its exposure to the US dollar as significant cash

flows are generated in the US. The Fund sells specific amounts of currencies at predetermined dates and exchange

rates which are matched with the anticipated operational cash flows. Contracts in place at December 31, 2005

amounted to US $97,808 until 2010 at a weighted average exchange rate of $1.34. The fair value of the outstanding

futures contracts is $17,053 at December 31, 2005 [2004 - $16,6001

15. Cash distributions

Distributable income, is distributed monthly. Distributions are declared to unit holders of record on the last day of

the month and are distributed 45 days after declaration. The monthly distribution for 2005 was $00766 per trust

unit for each month for a total of $0.92 for 2005, the same as 2004

16. Basic and diluted rel earnings per trust unit

Net earnings per trust unit has been calculated using the weighted average number of units outstanding during the

year. The weighted average number of units outstanding for 2005 was 69,691,592 [2004 - 68,821,43i]. The net

earnings per trust unit for 2005 was $0.31 [2004 - $0.33]. The effect of conversion of the convertible debentures into



trust units was not included in the computation of fully diluted net earnings per trust unit as the effect of conversion

would be anti-diiutive.

Other income includes the following items:

17. Other income

Interest income

Dividend income

Income from note receivable prepayment

Sale of gas collection partnership interest

Equity income

Other

Revenue

1B.Segmen!ed information

Capital assets

Intangible assets

Revenues are attributable to the two countries based on the location of the underlying generating and infrastructure

facIlities.

Operational segments

The Fund identifies four business categories it operates in: hydro, natural gas cogeneration, alternative fuels and

infrastructure assets. The operations and assets for these segments are outlined on the following page:

Canada

United States

Canada

United States

Canada

United States

$ 48,679

130,645

$ 179,324

$

$ 309,669

317,983

$ 627,652

35

SS

$

1,204

333

1,507

11.398

25,260

51,588

76.848

4,884

3,470

2005

2005

33

$

$ 51.725
108,798

$ 160.523

$ 319.445

291,311

$ 610,756

$

$

378

1,157

10.943

27,262

56.415

83,677

2,846

2,928

3.634

2004

2001.



Energy sales

Waste disposal fees

Water reclamation and distribution

Other revenue

Operating expenses

Operating profit

Other administration costs

Interest expense

Interest, dividend and other in:0me

Write down of capital and

intangible assets

Amortization of capital assets

Amortization of intangible assets

Earnings before income taxes

and minority interest

Capital assets

Intangible assets

Capital expenditures

Acquisition of operating entities

Total assets

Revenue

Total Revenue

Energy sales

Waste disposal fees

Water reclamation and distribution

Total Revenue

Revenue

Operating expenses

Operating profit

Other administration costs

Interest expense

Interest, dividend and other income

Write down of capital and

intangible assets

Amortization of capital assets

Amortization of intangible assets

Earnings before income taxes

and minority interest

Capital assets

Intangible assets

Capital expenditures

Acquisition of operating entities

Total assets

13,506
276,850

20
436

1.140
295,834

307,280

11,470

285,860
21

Hydro

66,102

44,102

17,008

27,094

199]

(5,068)

1,250

Hydro

43,268

43,268

18,070

25,198

11371

[5,177l

1.185

[9,672]

[H

19598]

[11

Year ended December 31, 2005

Cogeneration Alternative Fuel Infrastructure

75,674 16,262 -

_ 13.031

Cogeneration

71 , 8 / 6

146.158

158,023

1 .884

77.558

52,822

24,736

13,544

91_591

22,295

[120]

71,846

50.597

21,249

13.5331

16.714

l3,/429]

14,911

90,868

33,775

1.514

l6,7l»1l
12.8491

(9871

3,471

{772]

4.024

Year ended December 31_ 2004

Alternative Fuel Infrastructure

162,431

[1 ,371 I

94,562

28,775

476

11,374

150.234

29,293

25,014

4.279

[130]

{385]

6,494

2.767
93.072
26,438
5.234

21,953

15,124
6.829
[1521
[355]

1.352

7.867
14,086

(5,155}

12.3361

l1_932]

14.9011

12,2121

8.841

166,139

28_095

10.127

27,812

206,900

5.404

139.466
21,106
14,833
3,785

176,159

28,371

28,371

11.847

16,524

1106]

11.1401

44

23,456

23,456

10,849

12,607

1841

11.135]

9

[5,78A]

16971

(5,490)

[503]

[14264]

12,478

33.100

[5,604]

18.7991

139

(3,882}

15.0011

4.373

Admin

14.5101

Admin

235

513

136,038

13,031

28,371

1.884

179,324

106,691

72,633

f5,939]

[16,3791

11,398

24,392

627,652

76,848

15,912

28,952

823,801

122,981

14.086

23,456

160,523

94,660

65.883

[4255]

(12,4401

10,943

25,904

610,756

83,677

17,336

15_159

824,796

(3,533)

127.3251

(6,4631

[1 ,9321

[26_730]

{5_565]

Total

Total
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All energy sales are earned from contracts with large public utilities. The following utilities contributed more than

10% of these total revenues in either 2005 or 2004: Ontario Electricity Financial Corporation 7% 12004 - 10%], Hydro

Quebec 13% 12004-15%], Pacific Gas aha Electric 12% 12004-15°/ul. and Connecticut Light and Power 25% 12004-
24%l. The Fund has mitigated its credit risk to the extent possible by selling energy to these large utilities in various

North American locations.

Valley Power

Limited Partnership

Campbellford

Limited Partnership

t9.Joint venture investments

20.Guarantees

In the normal course of operations, the Fund executes agreements that provide letters of credit to third parties to

secure certain amounts of indebtedness or performance. At December 31. 2005, letters of credit outstanding

amounted to $44,883 12004 - $26,705].

21.Subsequent events

Subsequent to year end, the Fund drew an additional $26.4 million on its credit facility, of which, $229 million was

used to fund the construction requirements of AirSource. In addition, Management reached an agreement with the

Fund's senior lenders to increase its revolving credit facility by $30.0 million to bring the total to $175.0 million.

There are no material changes to the terms and conditions of the Fund's revolving credit facility. This increase is

effective until July 28, 2006.

Ownership

Interest

50%

50% $152

[941

3% CB

2005 2004

Income / [loss]

Before Income Tax

Year ended

December 31

$

$

281

281

Fund's Proportionate Share

35 8,463

3.312

$11.775

2005 2001.

Net Assets

December31

$ 9,016

$ 9,016

$

$

Cashflow Generated

from Operations Year

ended December 31

2005 2001.

140

886

746 $

SB

875

875

:

s
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ASSETS FACILITIES
CAPACITY IMpel /
CONNECTIONS

Hydroelectric

Hydroelectric

Hydroelectric 101

Hydroelectric 115

Hydroelectric 141

Cogeneratloh Interest in 3 288

Alternative Fuels Interest in 3

Infrastructure 4.500 cohnectlons

Hydroelectrlc 141

Cogeneration
Interest nm 3
Own Operate 2

288

Alternative Fuels
Interest In 3
Own Operate 2

Infrastructure 13.500 connections

Hydroelectric 141

Cogeneration Interest an 3
Own Operate 3

288
110

Alternative Fuels Interest nm 3
Dwn Operate 2

Infrastructure 36.800 connections

Hydroelectric 141

Cogeneration
Interest in 2
Own Operate 3

138
110

165
Alternative Fuels

Interest in 4
Own Operate 14

Infrastructure 40.000 connections

Hydroelectric 143

Cogeneration Interest m 2
Own Operate 3

138
110

165
Alternative Fuels interest m A

Own Operate 13

Infrastructure 56.000 connections
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INDUSTRY TIMELINESS: 93 (of 98)

Water Utility
RELATIVE STRENGTH (Ratio of Industry to Value Line Comp.)
B00

500

400

300

200

2005 20061 O0
2000 2001 2002 2003 2004

Index: June. 1967 = 100

Composite Statistics: Water Utility Industry

2002 2003 2004 2005 2005 2007 09-11

925.2

1075

1030.0

112,s

1173.6

105.7

1250

155

1350

170

1450

190

Revenues ($milI)

Net Profit ($milI)

1925

260

38.6% 39.7% 39.1% 39.0%

Ni l

39.0%

Ni l

39.0%

Nil

Income Tax Rate

AFUDC % £0 Ne! Profit

39.0%

Nil

54.1%

45.7%

51.0%

48.8%

49.1%

50.7%

510%

48.0%

51.0%

49.0%

5a.0%

50.0%

Long-Term Debi Ratio

Common Equity Ratio

50.0%

50.0%

2116.4

2955.1

6.9%

2449.1

3405.6

5.9%

27B5.S

3B36.9

6.0%

3000

4125

7.0%

3300

4125

7.5%

3575

4875

8.0%

Total Capital ($miII)

Net Plant ($milI)

Return on Total Cap'l

4600

6100

B.5%

111%

11.1%

8.8%

8.8%

9.0%

9.0%

11.0%

11.0%

10.0%

10.0%

10.5%

10.5%

Recur on Shr. Equity

Recur on Com Equity

11.5%

11.5%

4.0%

64%

2.7%

70%

3.1%

65%

5.0%

60%

5.0%

55%

5. 5%

55%

Retained to Com Eq

All Div'ds to Net Pro(

5.0%

55%

21.6

1,18

3.0%

25.6

1 45

2,7%

2 5 4

1.34

2.6%

Bold ft
Val
est

tores BEE
. Ume
rates

Avg Ann'I PIE Ratio

Relative PIE Ratio

Avg Ann'l Div 'd Yield

18.0

1.20

2.5%

A

April 28, 2006 WATER UTILIW INDUSTRY 1416

The Water Utility Industry continues to rank
near the bottom of the Value Line investment
universe for Timeliness, based on our momentum-
driven ranking system. The stocks here struggled
with abnormally wet weather in recent months.

However, we think that dry will probably re-
bound somewhat this year. Assuming more normal
weather conditions, we expect that the industry,
as a whole, will continue to reap the benefits of a
more cooperative regulatory commission, particu-
larly in California.

Nevertheless, these stocks still lack long-term
appreciation potential. Although recent changes
in the makeup of regulatory bodies and improved
'weather conditions paint a more favorable back-
drop, we still have some concerns about escalating
infrastructure costs and the effects on the indus-
try's earnings potential out to late decade. None of
die stock's covered in the next few pages currently
stand out for gains appeal. Meanwhile, we are
concerned that the capital constraints that we
anticipate will diminish the income appeal of
many of diesel issues.

excess of 100 years old and need maintenance and, in
some cases, significant renovations or rebuilding. Mean-
while, geopolitical concerns are making matters worse,
due to the threat of bioterrorism on U.S. water pipelines
and reservoirs. As a result, these costs are only likely to
increase going forward. In all, infrastructure repair
costs are expected to climb to the hundreds of millions of
dollars over the next two decades. This is particularly
bad for smaller water companies, as they lack the capital
to take these initiatives. Instead, many are being forced
to sell, resulting in massive consolidation within the
industry. That said, many of the larger, more flexible
companies with the money to meet the higher costs have
been using the weakness to improve their operations
and increase their customer base. Aqua America, the
largest water utility in our Survey, is a prime example,
closing the doors on over 100 acquisitions in the past five
years. In doing so, it has doubled its revenue base. The
company does not appear to be slowing down, either. Its
buying ways give it the best 3- to 5-year appreciation
potential of the all the stocks in this industry.

Improved Regulatory Environment Investment Advice

Water utility companies have been hurt by unfavor-
able and delayed rate relief case rulings in recent years.
Indeed, rulings by regulatory authorities, which were
put in place to keep a balance of power between consum-
ers and providers, have long been one-sided, with utile
ties typically coming out on the short end of the stick.
However, it finally looks as though things are changing,
particularly for those companies with operations in
California. Governor Schwarzenegger has made numer-
ous changes to the California Public Utilities Commis-
sion (CPUC), which is responsible for ruling on general
rate case requests in the Golden State, most notably its
board members. Constituents now appear to be more
business-friendly, judging from a host of more-favorable
case rulings in recent months. This is a major boon for
businesses based in California such as American States
Water Co. and California Water Service Group.

Most investors will probably want to steer clear of the
stocks in this industry. None of them are ranked higher
than 3 (Average) for Timeliness for the coming six to12
months, and not one holds better-than-modest 3- to 5-
year appreciation potential. As a result, we think that
growth-oriented investors will want to look elsewhere.
Meanwhile, the income appeal of many of these stocks
has been diminished in recent months, as well, Although
water utility stocks have long generated a steady stream
of income, recent price appreciation, coupled with a
rising interest-rate environment, has increased the
income-producing appeal of alternative investments.
That said, we think that more-conservative investors
may find California Water appealing. The stock is
ranked 2 (Above Average) for Safety and has historically
offered a steady stream of income. As always, we recon
mend that potential investors take a careful look at the
individual reports on the following pages before making
any financial commitments.Escalating Expenses

Andre J Costanza
Despite the aforementioned changes, regulatory laws

on pipeline and well infrastructure continue to grow
more stringent. Current infrastructures are typically in
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3.9%

197.5

20.4

43.0%

54.9%

44.7%

447.6

539.8

6.1%

10.1%

10.1%

1990 1991 1992 1993 1994 1995 1998 1997 1998

9.58

1.49

.94

.72

9.15

1.7B

1.19

.73

10.10

1.81

1.15

.77

9,27

1.67

1.11

.79

10.43

1.68

.95

.B0

11.03

1.75

1.03

.81

11.37

1.75

1.13

.82

11.44

1.85

1.04

.83

11.02

2.04

1.08

,84

2.53

7.54

2.77

8.39

2.31

e.a5

1.90

9.95

2.43

10.07

2.19

10.29

2.40

11.01

2.58

11.24

3.11

11.48

9.43 9.91 9.96 11.11 11.77 11.77 13.33 13.44 13.44

10.2

.76

7.5%

8.8

.56

7.0%

1 0 6

.64

6.3%

13.4

,79

5.3%

12.8

.B4

6.5%

11.6

.78

6.7%

12.6

.79

5.8%

14,5

.84

5.5%

15,5

81

5.0%

1999
12.91

2.26

1 1 9

as

4.30

11.82

1344

11.1

B 7

4,2%

173.4

16,1

4e0%

51.0%

4B.4%

3282

449.6

6 5 %

10.0%

101%

13.78

2.54

1.34

.87

13.98

2.08

.75

.88

13.61

2.23

1.05

.89

14.06

2.22

1.33

.90

14.85

2.85

1.45

.9 1

15.35

2.90

1.55

.91

Revenues per sh

"Cash Flow" per sh

Earnings pe rc h A

Div 'd DecI'd per s h B .
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14.05
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Book Value per sh
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15.18 15.21 16.75 16.80 17.50 18.25 Common Shs Outs l'g c 20.50
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1.00

3.6%
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3.5%
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Avg Ann'l PIE Ratio

Relative PIE Ratio

Avg Ann'l Div'd Yield
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1.25

2.7%

2U9.2

20.3

212.7
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235.2
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260

26.0
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Ne!Profit ($mill)
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37.0
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42.0%
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Income Tax Rate

AFUDC % to Net Profit

42.0%
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Long-Term Debt Ratio

Common Equity Ratio
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Total Capital (small)
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13.5
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14B,1

14,5

433% 41.1% 40.9%
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55.7%
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6.9%
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CAPITAL STRUCTURE as of 12/31/05
Total Debt $295.0 mill.  Due in 5 Yrs $3.2 Mill_
LT Debi $268.4 mill. LT Interest $18.0 mill.

(Total interest coverage: 2.2x)

Pfd Div 'd None

Leases, Uncapltalized: Nuns
Pension Assets-12/05 $56.6 mill,

Obllg. $B3_2 min.
P f d Stock None.

Common Stock 15,797,952 she.

MARKET CAP: $575 million (Small Cap)

2003 2004 12131105

4 .3
14 .3

1 . 5
32 .9

53 .0

18 .2
4 5 . 9
2 2 . 2
86 .3

2 4 6 %

1 3 . 0
13.3

1 4
41 .2

SB.9

19.7
27 .6
30 .3
77 .6

3 2 5 %

12.B
11.B

1_4
32 .4

5B.4

1B.B
5B.B
20 .3

95 .90

2 3 7 %

CURRENT POSITION
(SMILL)

Cash Asse ts
Rece ivables
Inv ento ry  (Av g Ca t )
Othe r
Current  Asse ts

Acc ts  Payable
De bt  Due
Othe r
Current  L tab.

F ix.  Chg.  Cov .

Pas t
10 Yrs.

3 . 5 %
3 . 0 %

Pas t
5 Yrs.

3 . 0 %
2 . 0 %
-1 .0%

1 . 0 % 0
4 . 5 %

Est 'd '03- '05
to '09-'11

3 . 5 %
6 . 0 %
8 . 0 %
1.0%
5 . 0 %

1.0%
4 . 0 %

ANNUAL RATES
at change (per sh)
Re v e nue s
"C a s h F lo w"
Ea rni ngs
Di v i dends
Bo o k Va lue

Cal-
endar

QUARTERLY REVENUES (S mill.)
Mar.31 Jun.3U Sep.30 Dec.31

Full
Year

2003

2004

200s

200s

2007

50.5

s o n

57.8

62.0

67.0

51.8

59.3

60.5
67.0

72.0

6 3 7

69.0

68.1

76.0

81.0

46.7

46.7

49.8

55.0

60.0

212.7

228.0

236.2

260

280

Cal-
endar

EARNINGS PER SHARE A
Mar.31 Jun. 30 Sep. 30 Dec. 31

Full
Year

2003

2004

2005

200s

2007

d.12

.15

.30

.29

.32

.19

.30

.34

. 3 7

.39

.20

.08

.22

.24

.27

.51

.52

.47

. 5 5

.57

.78

1 .05

1.33

1.45

1.55

Cal-
endar

QUARTERLY DNIDENDS PAID El

Mar.31 J un. 3 0  Se p. 3 0 Dec.31

Full
Year

2002

2003

2004

2005

2006

.217

.221

.221

.225

.221

.221

.225

.225

.217

.221

.221

.225

,217

.221

.221

.225

.225

.87

.88

.89

.90

2.4%

73%

1.B%

80%

2.1%

78%

2.9%

72%

3 0 %

88%

3.6%

65%

3.3%

65%

NMF

113%

1.0%

84%

2.8%

67%

3.5%

62%

4.0%

57%

Retained to Com Et

'All Div'ds to Net Prof

4.5%

52%

Lake and in areas  of  San Bernardino County .  Acqui red Chaparra l

City Water at Arizona (10100). 11,400 customers. Has roughly 515

employees. Off .  & Dir.  own 3.1% d common s tock  (4106 Proxy).

Cha i r ma n:  L lo y d Ro s s . P r e s i de n t  &  C E O : Floyd VWcks. ln-

corporated: CA Add.:  630 East Foothi ll Boulevard, San Dimas, CA

91773. Tel.: 909-394-3600. Web: www.aswater.com.

BUSINESS: Amer i c an Sta tes  W a le r  Co .  ope ra tes  as  a  ho ldi ng

company .  Through i ts  pr inc ipa l subs idia ry ,  Go lden Sta le  W ate r

Company, i t supplies water to 75 communities in 10 counties. Sew-

ice areas induce the greater metropolitan areas of Los Angeles and
Orange Counties. The company also prov ides electric  ut i li ty  serv-

ices  to  approximate ly  23,000 cus tomers  in the c i t y  d  B i g  B e a r

i n t r o d u c i n g  a  2 0 0 7  s h a r e - n e t  e s t i m a t e  o f
$ 1 . 5 5 ,  r ep r es en t i n g  7 %  g r owt h .
N e v e r t h e l e s s , w e  l o o k  f o r  b o t t o m - l i n e
g r o w t h  t o  b e c o m e  n e g l i g i b l e  i n  2 0 0 8 .
D e s p i t e  a  b e t t e r  r e g u l a t o r y  e n v i r o n m e n t ,
A W R  m u s t  c o n t i n u e  t o  c o n t e n d  w i t h  b a l -
l o o n i n g  i n f r a s t r u c t u r e  c o s t s .  I t  w i l l  l i k e l y
b e  f o r c e d  t o  t a p  e q u i t y  a n d  d e b t  m a r k e t s
t o  m a k e  t h e  c h a n g e s ,  d u e  t o  i t s  s t r a p p e d
c a s h  p o s i t i o n .  W e  r e m a i n  c o n c e r n e d  t h a t
s u c h  f i n a n c i n g  a c t i v i t y  w i l l  d i l u t e  e a r n i n g s
a n d  c o u l d  p o t e n t i a l l y  e ve n  k e e p  A W R  f r o m
m a k i n g  a c q u i s i t i o n s .
M o s t  i n v e s t o r s  w i l l  w a n t  t o  a v o i d
t h e s e  s h a r e s . T h e y  a r e  u n t i m e l y  f o r  t h e
c o m i n g  s i x  t o  1 2  m o n t h s  a n d  h o l d  l i m i t e d
3 -  t o  5 - y e a r  a p p r e c i a t i o n  p o t e n t i a l  a t  t h e i r
c u r r e n t  q u o t e .  A W R  s h a r e s  h a v e  a p p r e c i -
a t e d  r o u g h l y  2 0 %  s i n c e  o u r  J a n u a r y
r e v i e w .  M e a n w h i l e ,  t h e r e  a r e  m o r e  a t t r a c -
t i v e  i n c o m e  v e h i c l e s  e l s e wh e r e .  Th a t  s a i d ,
i n v e s t o r s  s h o u l d  n o t e  t h a t  A W R  c o n t i n u e s
t o  m a k e  h e a d w a y  i n  i t s  a t t e m p t  t o  i n -
c r e a s e  i t s  b u s i n e s s  w i t h  t h e  m i l i t a r y .  F u r -
t h e r  c o n t r a c t  w i n s  c o u l d  p r o v i d e  a n o t h e r
m u c h - n e e d e d  a v e n u e  o f  r e v e n u e  g r o w t h
an d  even  p r ove  ou r  p r o j ec t i on s  m od es t .
A n d r e  1  C o s t a n z a A p r i l  2 8 , 2 0 0 6

A m e r i c a n  S t a t e s  W a t e r  o u g h t  t o  p o s t
s o l i d  e a r n i n g s  g r o w t h  t h i s y e a r  . .  A l -
t h o u g h  w e  t h i n k  t h a t  b e t t e r  w e a t h e r  c o n -
d i t i o n s  w i l l  p l a y  a  b i g  r o l e ,  t h e  r e a l  g r o wt h
d r i v e r  s h o u l d  c o n t i n u e  t o  b e  a n  i m p r o v i n g
r e g u l a t o r y  e n v i r o n m e n t .  I n d e e d ,  t h e  C a l i -
f o r n i a P u b l i c U t i l i t i e s C o m m i s s i o n
( C P U C ) ,  wh i c h  i s  i n  c h a r g e  o f  s u p e r v i s i n g
l o c a l  u t i l i t i e s ,  h a s  u n d e r g o n e  a  s i g n i f i c a n t
f a c e l i f t  i n  r e c e n t  m o n t h s .  W h a t  m a n y
t h o u g h t  t o  b e  a n t a g o n i s t s  o f  u t i l i t i e s  w a s
r e p l a c e d w i t h m o r e b u s i n es s - f r i en d l y
m e m b e r s .  T h e  c h a n g e s  p a i n t  a  f a v o r a b l e
b a c k d r o p  f o r  A W R  g o i n g  f o r w a r d  a n d
o u g h t  t o  h e l p  i t  p o s t  e a r n i n g s  o f  $ 1 . 4 5
t h i s  y e a r .  T h e  C P U C  r e c e n t l y  a p p r o v e d
r a t e  i n c r e a s e s  f o r  R e g i o n  I I  a n d  R e g i o n  I
c u s t o m e r  s e r v i c e  a r e a s  o f  A W R ' s  G S W C
u n i t  e f f e c t i v e  J a n u a r y  1 ,  2 0 0 6 .  T h e  r a t e
h i k e s  a d d  m o r e  t h a n  $ 5 . 6  m i l l i o n  i n  a n -
n u a l  r e ve n u e s .

. a n d  n e x t . M e a n w h i l e ,  A W R  h a s  f i l e d
a  n e w  g e n e r a l  r a t e  c a s e  f o r  R e g i o n  I I ,  r e -
q u e s t i n g  $ 1 4 . 9  m i l l i o n  i n c r e a s e  i n  r e v e -
n u es  b as ed  on  a  1 1 . 2 %  R O E ,  e f fec t i ve  J an -
u a r y ,  2 0 0 7 .  A l t h o u g h  a  f a v o r a b l e  d e c i s i o n
i s  n o t  a  g i v e n ,  w e  t h i n k  t h a t  t h e  r e c e n t
r u l i n g s  a u g u r  w e l l  f o r  A W R .  T h u s ,  w e  a r e

17.1
13 .5

Target Price Range
2009 2011

64

4B
40

32

24
20
16

12

B

6

l9 -1 1

J

Company's Financial Strength
Stock's Price Stability
Price Growth Persistence
Earnings Predictability

(A) Pr imary  earnings .  Exc ludes  nonrecurr ing May.
gains :  '91,  73¢,  '92,  13¢,  '04,  14¢,  '05,  25¢. (B) Dividends historically  paid in early  March, (C) In millions, adjusted for splits,
Quarterly earnings may not sum due to change June, September, December. l Div 'd reinvest-
in share count. Next earnings report due early went plan available.
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15.96

2.75

1.53

1.09

16.16

2.52

1.31

1.10

3.44

13.43

2.45

12.90

12.94 15.15

17,8

1.01

4.0%

19.6

1.27

4.3%

206.4

19.9

244.8

20.0

37.9% 42.3%

4639v.

52.0°/.

48.9%

50.2%

33&8

515.4

38B.B

582.0

7.8%

112%

114%

6.8%

10.0%

10.1%
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2001

1 6 2 6

2.20

.94

1.12

4,09

12.95

15.18

27.1

1.39

4.4%

246.8

14.4

39.4%

50.3%

48.8%

402.7

G24.3

5.3%

7.2%

7 2 %
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17.44

3.04

1.47

1.14

f z a o

3.00

1.70

1.15

18.70

3.40

1.75

1.15

Revenues par sh

"Cash Flwl" per sh

Earnings per sh A

mv ' d Ded'd per sh s l

21.60

3.60

1.80

1.22

5.14

15.98

5.00

16.70

4.50

11.50

Cap'l Spending Pu sh

Book Value per sh e

4.00

20.45

18.39 19.00 19.50 Common She Outsfg ° 22.00

24.9

1.30

3.1%

Adm
Volvo
an

urea o n
u m
N m

Avg Ann'l PIE Ratio

Relative PIE Ratio

Avg Ann'l We Yield

19.0

1.25

3.5%

320.7

27.2

345

33.0

ass

35.0

Revenues ($miII)
Net p r im Mn

475

40.0

42.4% 41.0%

Nit

40.5%

NH

luculn¢Tax Rate

AFUDC %toN¢tPro1i1
40.0%

I a
4a0%

51.4%

4a.s%

51.0%

49.0%

50.5%

Long-Yerm Debt Ratio

Common Equity Ratio

49.5%

50.0%

571.6

8 5 6 ]

625

925

675

sao

ml capanI ($milI)

Net mm ($mIIl)

900

112s

6.4%

9.1%

9.3%

8.0%

8.5%

9.0%

6.5%

10.5%

10.5%

Return on Total Cap'l

Recur on She: Equity

Return on Com Equity

5.5%

9.0%

9.0%

2004
17.18

2.83

1.46

1.13

3.73

15.66

1s.s7

20.1

1.06

3.9%

315.6

26.0

39.6%

48.6%

50.8%

565.9

800.3

6.1%

8.9%

9.0%

2002 2003
17,33

Z65

1 2 5

1.12

18.37

2.51

1 2 1

1.12

5.82

1&12

4.39

14.44

1s.1s 16.93

19.8

1.08

4.5%

22.1

1.26

4.2%

2832

19.1

277.1

1 9 4

39.7% 39.9%

10.3%

553%

44.0%

50.2%

49.1%

453.1

G97.0

498.4

759.5

5.9%

9.4%

9.5%

5.6%

7.8%

7.9%

1 9 9 0 1991 1992 1993 1994 1995 1996 1997

10.93

1.97

1,25

.87

11.18

1.9B

1.21

.90

12.29

1.92

1.09

.93

13.34

2.25

1.35

.96

12.59

2.02

1.22

.99

13.17

2.07

1 1 7

1.02

14.48

2.50

1.51

1.04

15.48

2.92

1.83

1.06

2.36

10.04

3.03

10.35

3.09

10.51

2.53

10.90

2.25

11.56

2.17

11.72

2.83

12.22

2.61

13,00

11.38 11.38 11.38 11.38 1249 12.54 12.62 12.62

10.4 11.2

.77 .72

6.7%l  6.6%

14.1

.as

6.1%

1 3 5

.80

5.2%

14.1

.92

5.8%

13.7

.92

6 4 %

11.9

.75

5.8%

12.6

.73

4.5%

1 9 9 8

14.76

2.60

1.45

1.07

2.74

13.38

12.62

17.8

.93

4.2%

186.3

18.4

36.4%

44.2%

54.7%

308.6

478.3

7.8%

10.7%

10.8%

182.8

19.1

195.3

23.3

38.9% 37.4%

47.4%

51.4%

45.4%

53.5%

2999

443.6

306.7

450.4

8.3%

12.1%

12.3%

9.4%

13.9%

14.1%

CAPITAL STRUCTURE as of 12/31/05
Total Debt $275.2 mill. Due in 5 Yrs $5.3 mill.
LT Debt $274.1 mil. LT Interest $19.0 mil.

(LT interact earned: 2.4x, total inf coy.: 2.4x)

Pension Assets-12/05 s10.2 mil.

Oblig. $103.2 mill.
P f d Stock $3.5 mill. Pfd Dlv 'd $.15 mill.
139,000 shares. 4.4% emulative ($25 Vail

Counmon suwk 18,405,386 she.
as of 3/6/06
MARKET CAP: $150 million (Small Cap)

zoom 12/31/05zoos

1 8 . 8
51 .6
70 .4

19.B

9 .5
42 .7
52 .2

36 .1
1 .1

39 .6
7 6 . 8

3 6 1 %

2 .9
40.6
43 .5

2 3 . 8
7 .3

32 .5

63 .6

2 1 8 %

36 .4
57 .2

3 0 9 %

CURRENT POSITION

(;lIILI_.)
Cash Assets
Othe r
Current Assets

A d d s  P  t a b le
Debt  mfg
O l g a
Current Uab.

F i x . Chg. Cov .

Est'd '03-'05
lo '09~'11

3. 5%
4 . 5 %
4 . 5 %
1 . 0 %
5 . 0 %

Past
S Yrs.

2 . 0 %
- 0 . 5 %
- 4 0 %
1 .0%
1 5 %

Past
10 Yu

3 . 0 %
2 5 %
0 . 5 %
1 .5%
2 . 5 %

ANNUAL RATES

d change (vhf sh)
Rev enues
"Cash Flaw"
Eamlngs
Dwvsdends
Book Value

Cal-
enda r

0UARTERLYREVENUES($mil)

M a r . 3 1  J u n . 3 0  S e p . 3 0  D e c . 3 1
F u ll
Year

2003

2004

2005

2006

2007

68.0

88.9

81.5

95.0

89.6

59.4

77.8

80.0

s5.o100

51.3

60.2

60.3

65.0

70.0

88.2

97.1

101.1

105

110

277.1

315.6

320.7

3 4 5

3 6 5

Cal-
endar

EARNINGS PER SHARE A E

Mar.31  Jun .30  Sep.30 Del:,31
Full
Year

2003

2004

200s

2006

2007

.41

.20

.32

.33

.34

.53

.59

.71

. 7 2

. 7 3

.30

.59

.41

.a s

. 5 7

d.05

.0a

.03

.10

.1 1

1 2 1

1.45

1.47

1.70

1.75

Ca l-
endar

QUARTERLY DNIDENDS PAID B I

Mar.31  Jun.3 \ )  Sen.30 Del:.31

Full
Year

2oo2

2003

2004

2005

20os

.28

.2a1

.283

2 8 5

.28

.281

.283

.2a5

.28

.281

.283

.285

.28

.281

.283

.285

.2875

1,12

1.12

1.13

1.14

3.8%

69%

G.0%

58'/»

2.8%

74%

3.5%

70%

1.8%

82%

NMF

119%

1.0%

80%

_7%

91%

2.1%

77%

2.1%

77%

3.5%

i s %

4.0%

63%

Retained to Com Et

All Div'ds to Net Prof

3.0%

67%

(11/00) .  Revenue breakdown,  '05:  resident ial,  69%,  business,  18%,

p ub l i c  a ut ha d t i e s .  5 % '  i nd us t r i a l ,  4 % .  o t he r ,  4 ° / e  ' DS  r e p ut e d
d e p f e c .  r a t e ;  3 5 % .  Ha s  a b o ut  B4 0  e mp lo y e e s  Cha i r ma n:  Rub e n

W ,  Fay .  P r es ident  8  CEO :  Pe t e r  C.  Ne ls on.  I nc . :  De law ar e .  Ad -

d f 8ssz 1720  Nash F i r s t  S t r ee t ,  San Jose ,  Cd i f nmia  95112- 4598 .

Telephone:  408-367-8200.  I nt er  e l : .calwater .com.

BUSI NESS:  Ca l i f o r nia  W at e r  Ser vice  G r oup  p r ovides  r ent ed  and

nonr egula t ed  w at er  ser vice  t o  over  2  mi l l ion peop le  ( 456, 700 cue

t a me r s )  i n 7 5  c o mmuni t i e s  i n Ca l i l o mia ,  W a s hing t o n,  a nd  Ne w

Mexico.  Main service areas:  San Franc isco Bay area,  Sacrament o

Va l ley ,  Sa l inas  Va l ley ,  San Joaquin Va l ley  a  pans  a t  Los  Ang les .

A c q u i r e d  Na t i o na l  Ut i l i t y  C o m p a ny  ( 5 l 0 4 ) ;  R i o  G r a nd e  C o r p ,

t o r e  f o r I n  a l l  w e  e x p e c t  C W T  t o

s t r u c t u r e s  c o n t i n u e  t o  i n c r e a s e  a t  a  r a p i d
p a c e  a n d  w i l l  l i k e l y  r e m a i n  h i g h  f o r  t h e
f o r e s e e a b l e  f u t u r e ,  g i v e n t h e  g r o w i n g
d e m a n d s  o f  t h e  E P A  o n  d r i n k i n g  w a t e r
p u r i f i c a t i o n  s t a n d a r d s .  H o w e v e r , C W T
d o e s  n o t  c u r r e n t l y  h a ve  t h e  m e a n s  t o  m e e t
t h e s e  e x p e n s e s  a n d  w i l l  u l t i m a t e l y  h a v e  t o
l o o k  t o  e q u i t y  a n d  d e b t  m a r k e t s  i n  o r d e r  t o
d o  s o .  A s  a  r e s u l t ,  w e  l o o k  f o r  b o t t o m - l i n e
g r o w t h  t o  m o d e r a t e  t o  3 %  n e x t  y e a r  a n d

a t t en d  ou t  a f t e r  t h a t .
C W T  s h a r e s  w i l l  p r o b a b l y  n o t  a  p e a l
t o  m o s t .  T h e  s t o c k  i s  r a n k e d  4  F B e l o w
A v e r a g e )  f o r  T i m e l i n e s s  a n d  d o e s  n o t
s t a n d  o u t  f o r  3 -  t o  5 ~  y e a r  a p p r e c i a t i o n
p o t e n t i a l  e i t h e r ,  b a s e d  o n  t h e  c a p i t a l  c o n -
s t r a i n t s  t h a t  we  e n v i s i o n  o u t  t o  2 0 0 9 - 2 0 1 1 .
M e a n wh i l e ,  i t s  d i v i d e n d  y i e l d  i s  n o t  a s  a p -
p e a l i n g  a s  i t  o n c e  w a s  g i v e n  M e  s t o c k ' s
r e c e n t  p r i c e  a p p r e c i a t i o n  a n d  t h e  a 1 t e m a ~
f i v e  i n c o m e  v e h i c l e s  t h a t  a r e  c u r r e n t l y  o n
t h e  m a r k e t .
T h a t  s a i d ,  t h i s  i s s u e  m a y  p i q u e  t h e  i n -

t e r e s t  o f  m o r e - c o n s e r v a t i v e  i n v e s t o r s
l o o k i n g  t o  a d d  a  s t e a d y  s t r e a m  o f  i n -

c o m e  t o  t h e i r  p o r t f o l i o s .  C W T  i s  r a n k e d

2  ( A b o v e  A v e r a g e )  f o r  S a f e t y
A n d r e  J C o s t a n z a A p r i ] 2 8 , 2 0 0 6

C a l i f o r n i a W a t e r S e r v i c e G r o u p
s h o u l d  b o u n c e  b a c k  h a n d s o m e l y  t h i s
y e a r .  E x t r e m e l y  w e t  w e a t h e r  s t y m i e d
e a r n i n g s  g r o w t h  i n  2 0 0 5 .  H o we v e r ,  we  e x -
p e c t  m o r e - n o r m a l i z e d  c o n d i t i o n s  g o i n g  f o r -
wa r d .  M o r e o ve r ,  t i m e  c o m p a n y  s h o u l d  c o n -
t i n u e  t o  b e n e f i t  f r o m  r e c e n t  c h a n g e s  a t  t h e
C a l i f o r n i a  P u b l i c  U t i l i t i e s  C o m m i s s i o n
( C P U C ) .  I n d e e d ,  t h e  C P U C ,  w h i c h  i s  i n
c h a r g e  o f  ove r s ee i n g  l oc a l  u t i l i t i es ,  h as  u n -
d e r g o n e  s w e e p i n g  p e r s o n n e l  c h a n g e s  i n
r e c e n t  m o n t h s .  T h e  n e w  c o n s t i t u e n t s  a p -
p e a r  t o  b e  M o r e  b u s i n e s s - f r i e n d l y  t h a n  t h e
p r e v i o u s  b o a r d  m e m b e r s ,  h a n d i n g  d o w n
m o r e  t i m e l y  a n d  f a v o r a b l e  r a t e  c a s e  d e c i -
s i o n s  o f  l a t e .  T h e  c o m p a n y  h a s  a  n u m b e r
o f  r a t e  c a s e  f i l i n g s  s t i l l  p e n d i n g .  I t s  g e n e r -
a l  r a t e  c a s e  f o r  e i g h t  d i s t r i c t s ,  r e p r e s e n t -
i n g  r o u g h l y  a  q u a r t e r  o f  i t s  c u s t o m e r  b a s e
i s  t h e  m o s t  p r o m i n e n t .  T h e  c a s e ,  w h i c h
wa s  f i l e d  i n  A u g u s t ,  i s  r e q u e s t i n g  $ 1 1  m i l -
l i o n  i n  2 0 0 6  a n d  $ 6  m i l l i o n  i n  2 0 0 7 .  T h e
r ec en t  d eve l op  m er i t s  p a i n t  a  favo r ab l e  p i c -

C . »
8 8 s t  p ro f i t s  o f  $ 1 . 7 0  a  s h a re  t h i s  yea r .

e  e x p e c t  e a r n i n g s  g r o w t h  t o  s l o w
c o n s i d e r a b l y  i n  2 0 0 7 ,  t h o u g h .  T h e  c o s t s
o f  m a i n t a i n i n g  w e l l  a n d  p i p e l i n e  i n f r a -

2 9 . 5
1 8 . 6

Target Price Range
2009 2011

BO

60
50
40

30
25
20

15

1 0

- 7 . 5

.llllll
;mill
lmllll

B++gt )  Incl.  deferred charges.  In '05s $53.9 mill. ,
May,  Aug. ,  and Nov. l Div'd re investment  p lan 3.47lsh.
available. I

(E May not  t ota l due t o change in shares.

Inc. All rights resewed. Factual material is obtained from sources believed to be reliable and is provided withuul warranties al' any kind.

(D In mil l ions,  adjusted for  spl i t

Company's Financial Strength
Stock's Price Stability
Price Growth Persistence
Earnings Predictability

(A) Basic EPS, Exd. nonrecurring gain (loss): (B) Dividends historically paid in mid-Feb.,
'00, (7¢), '01, 4¢, 02, B¢. Next earnings report
due late July.

e 2006, v I Line Publish .
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of it may be reproduced. lesnld.stored or uansmined in any primed, electronic of Myer form, or used Inf generating or marketing any pnrUed or elenmnic publication, service no pruducn
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RECENT
PRICE 16.00

PIE
RATIO 40_0(8:f:::1§2») 2.08

RELATNE
PIE RATI0 1.3%

DND
YLD

VALUE
LINE

5.8
3.5

9.2
3.6

8.3
5.1

10.2
6.9

x .

.
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1 . .
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11.2
8.1

14.3
10.3

15.2
9.0

19.1
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TECHNICAL 3 Lnwefe4 2f24fos
BETA .10 (1.00=Market)

Ann'l Total
Recur
1 3 %

2 %
H'gh
Law

Price
2 5
1 6

2009-11 PROJECTIONS

Gain
( +5 5 %, ;

( N l l

In s id e r  D e c is io n s
J  J  A  s  o  N  D  J  F
0  0  0  o  0  0  0  0  0
0  0  3  1 1 1  0  0  0
0  0  1  2  1 1  1 1 1
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Options
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3.58

.45

.22

.LB

3.34

.28

.02

,18

3.77

.44

.19

.18

4.03

.ea

DB

.14

4.20

.38

.09

,as

4.84

.44

.12

.us

5.31

.46

.15

.09

5.61

.53

.21

.09

5.53

.59

.25

.10

6.16

.65

.31

.11

7.49

.76

.38

.13

8.15

.B7

.42

.14

9.12

.86

.39

.15

10.70

.91

.44

.16

9.23

.67

.23

,LB

9.10

.78

M

.20

9.35

.85

.42

.22

10.00

1.00

.51

.24

Revenues per sh

"Cash FloW" per sh

Eamings  per sh A

Div'd Ded'd per sh B

13.35

1.45

.95

.29

.50

2.57

.33

2.41

.42

2.42

.60

2.31

.72

2.31

.84

2.45

.95

2.40

.74

2.52

.79

2.70

.53

3.05

.55

3.44

1.06

3.84

1.78

4 2 7

1.14

4.90

1.25

6.17

1.65

6.49

1.50

6.70

1.50

6.95

Cap'l Spending per sh

Book Value per sh D

1.90

s.7s

11.4B 11.60 11.80 11.97 12,13 11.74 12.45 12.65 12.83 13.12
I

13.99 14.17 14.35 15.17 20.36 22.33 23.00 23.00 Common Shs  0uts t 'g c 24.00

14.2

1.05

5.7%

NMF

NMF

5.5%

14.5

.BB

6.6%

35.8

2.11

4.7%

22.3

1.46

4.2%

14.8

.QB

4.7%

16.5

1.03

3.4%

16.9

.97

2.7%

11.2

.89

2.3%

19.8

1.12

1.8%

17.0

1.11

2.0%

19.B

1.01

1.7%

24.B

1.35

1.5%

21.2

1.21

1.7%

NMF

NMF

1.5%

35.5

1.90

1.6%

Bold ft
Value
destin

res are
Line
ales

Avg Ann'l PIE Ratio

Relative PIE Ratio

Avg Ann'l Div 'd Yield

21.0

1.40

1.5%

CAPITAL STRUCTURE as of  12/31/05
Total Debt $127,1 mi ll.  Due in 5 Yrs $45.0 mi ll.
LT Debt $117.6 mill, LT Inletest $7.0 mill.
(Total interest coverage: 2.4x) (45% of Cap ll)

Leases, Uncapitalized: Annual rentals $6.7 mill.

Pens ion Liability None

Pfd Div 'd $24,000P f d Stock $461 ,000

CommoN Stock22,325,961 she.

as of 31BI05
MARKET CAP: S350 million (Small Cap)

66.2

1.9

71.0

2.6

72.2

3.4

B0.9

4.2

104.7

s.4

1155

6 2

130.8

6.0

173.0

1.2

188.0

4.5

203.2

7.3

215

9.0

230
11.0

Revenues ($mill)
Net Profit ($mill)

320

20.0

41.8% 41.6% 39.5% 39.0% s7,0% 36.0%

14.4%

34.9%

3.2%

35.9% 36.1%

11.0%

36.0%

9_5%

36.0%

10.0%

36.0%

10.0%

Income Tax Rate

AFUDC % to Net Profit

35.0%

8.5%

50.2%

48.9%

47.9%

51.3%

48.7%

50.5%

45.2%

54.1%

48.8%

50.7%

51.4%

48.2%

55.7%

42.9%

47.9%

51.8%

47.9%

52.0%

44.7%

55.1%

44.5%

55.5%

47.5%

525%

Long-Term Debt Ratio

Common Equity Ratio

44.0%

56.0%

61.1

91.4

5.5%

62.2

102.1

6.8%

6B.5

1092

7.1%

73,9

113.7

715%

95.0

157.8

7.6%

113.0

171.1

7.5%

142.5

203.9

5.8%

152,8

219.5

6.2%

242.0

302.6

3.1%

262.9

344.8

4.1%

280

395

4.5%

305

455

5.0%

Total Capital (Sum)
Net Plant ($mIII)
Return on Total Cap'I

375

695

6.5%

63%

63%

8.0%

8.1%

9.5%

9.5%

10.3%

10.4%

11.1%

11.1%

11.4%

11.4%

9.7%

9.7%

9.0%

9.1%

3.6%

3.6%

5.0%

5.0%

6.0%

6.0%

7.0%

7.0%

Return on Shr. Equity

Recur on Com Equity

9.5%

9.5%

2004 121311052013

3.0
26 .5

5 .4
19 .B

18.2
47 .7

10 .0
9.5

21 .1

40 .6

1 .9
23 .9

1 .9
1 7 . 6

4 5 . 3
1 2 . 3

3.4
20 .0

35 .7

10 .2

35 .4
1 1 . 4

2 .7
17 .3

31 .4

CURRENT POSITION
(MILL)

C o s  As s e t s
Rece ivables
Inv e nto ry  (Av g Cs t )
Othe r
Current  As s e ts

Acc ts  Payable
De bt  Due
Othe r
Current  L iab.

2.9%

55%

4.5%

45%

6.0%

38%

7.0%

33%

7.8%

31%

7.8%

32%

6.3%

36%

5.8%

36%

.8%

78%

2 1 %

58%

2.5%

56%

3.0%

55%

Retained to Com Eq

All Div'ds to Net Prof

6.0%

35%

publi c  wa te r  ut i l i t i es  i n Ca li fo rnia ,  New Mexico ,  Oklahoma,  and

Te xa s .  Se rv i c e s  do e s  mo s t ly  ma i nte na nc e  wo rk o n a  c o nt ra c t

basis. Off. & Dir. own 8.2% of com. she., T. Rowe Price, 5.8% (4106

proxy).  Chrmn a CEO: Anton c .  Gamier.  Inc . :  DE. Addr. :  One VW -
shi re Bui lding,  624 S. Grand Avemie.  Ste.  2900, Los Angeles ,  CA

90017. Tel.: 213.929-1800. Internet: www.southwestwater.com.

BUSINESS: Southwest W ater Company prov ides a broad range of

serv ices  inc luding water  produc t ion,  t rea tment  and dis t r ibut ion,

wastewater collec t ion and treatment,  ut i li ty  bi lling and collec t ion,

ut i li ty  inf ras t ruc ture  cons truc t ion management ,  and public  works

serv ices .  I t  operates  out  o f  two groups,  Ut i li ty  (39% d 2005 rave

hues) and Services (51%). Uti li ty  owns and manages rateregulated

h e ]  i n
i n  N e w  IV Ye x i -

t w o - t h i r d s  o f  i t s  e a r n i n g s  i n

e q u i t y ,  a s  c o m p a r e d  t o  i t s  c u r r e n t  a l l o w e d
r e t u r n  o n  e q u i t y  o f  9 . 8 % .  T h e  o u t c o m e  o f
t h i s  d e c i s i o n  w i l l  p o w e r  e a r n i n g s  i n  2 0 0 6
a n d  b e y o n d .  M e a n w h i l e ,  t h e  p u r c h a s e  o f
M o n a r c h  U t i l i t i e s  i n  m i d - 2 0 0 4  i s
t o  i n c r e a s e  c u s t o m e r  g r o w t h
c o  a n d  T e x a s .  C o n t i n u e d  t o p - l i n e  e x p a n -
s i o n  s h o u l d  c o m e  f r o m  r e c e n t l y  f i l e d  r a t e
i n c r e a s e s  i n  T e x a s  t h a t  w i l l  l i k e l y  t a k e  e f -
f e c t  w i t h i n  t h e  n e x t  f e w  m o n t h s .
T h e  S e r v i c e s  G r o u p  i s  b e n e f i t i n g  f r o m
a  r e c e n t  a c q u i s i t i o n . S e r v i c e s  r i s e  t o  t h e
b l a c k  c a n  b e  a t t r i b u t e d  t o  n e w  c o n t r a c t s ,
i n c r e a s e d  p r o j e c t  w o r k ,  a n d t h e a c q u i s i t i o n
o f  a n  A l a b a m a  w a s t e w a t e r  s y s t e m .  M a r -
g i n s  i n  t h e  S e r v i c e s  G r o u p  h a v e  b e e n ,  a n d
w i l l  l i k e l y  r e m a i n ,  t h i n  i n  t h e  c o m i n g
y e a r s ,  b u t  t h e  w a s t e w a t e r  a d d i t i o n  w i l l
p r o b a b l y  h e l p  i m p r o v e  t h e  s i t u a t i o n .  T h e
A l a b a m a  s y s t e m  i s n ' t  r e g u l a t e d  b y  a  s t a t e
a g e n c y ,  a n d  h e n c e  a l l o w s  f o r  s o m e  r a t e
f l e x i b i l i t y  i n  t h e  f u t u r e .
T h e s e  u n t i m e l y  s h a r e s  h a v e  l i m i t e d
l o n g - t e r m  a p p e a l . C u r r e n t  v a l u a t i o n s
s e e m  h i g h ,  c a u s i n g  o u r  p r o j e c t i o n s  t o  i n d i -
c a t e  a n  u n i n s p i r i n g  t o t a l  r e t u r n  o v e r  t h e
c o m i n g  3  t o  5  y e a r s .
P r a n e e t h S a l i s h A p r i l  2 8 ,  2 0 0 6 `

S o u t h w e s t  W a t e r  C o m p a n y  i s  g e t t i n g
i m p r o v e m e n t s  f r o m  b o t h  o f  i t s  o p e r a t -
i n g  s e g m e n t s . T h e  U t i l i t y  G r o u p  h a s
b e e n  b e n e f i t i n g  f r o m  f a v o r a b l e  w e a t h e r
a n d  c u s t o m e r  g r o w t h  i n  N e w  M e x i c o  a n d
T e x a s . M o r e o v e r , t h e S e r v i c e s G r o u p
r e b o u n d e d ,  s w i n g i n g  f r o m  a  s l i g h t  l o s s  i n
2 0 0 4  t o  a  $ 3 . 6  m i l l i o n  p r o f i t  i n  2 0 0 5 .  C o n -
s e q u e n t l y ,  w e  l o o k  f o r  h e a l t h y  2 4 %  a n d
2 1 %  s h a r e - n e t  g a i n s  i n  2 0 0 6  a n d  2 0 0 7 .
T h e  U t i l i t y  G r o u p  w i l l  l i k e l y  g e n e r a t e
4 0 % o f  S o u t h w e s t ' s  r e v e n u e s a n d
a b o u t
2 0 0 6 . C h a n g e s  o n  t h e  r e g u l a t o r y  f r o n t  i n
C a l i f o r n i a  a n d  a  r e c e n t  a c q u i s i t i o n  s h o u l d
f u e l  p r o f i t  g r o w t h  h e r e  i n  t h e  y e a r s  t o
c o m e .  C a l i f o r n i a  G o v e r n o r  S c h w a r z e n e g -
g e r  n o m i n a t e d  t w o  c a n d i d a t e s  t o  f i l l
v a c a n t  s p o t s  o n  t h e  C a l i f o r n i a  P u b l i c  U t i l i -
t i e s  C o m m i s s i o n  ( C P U C )  e a r l y  l a s t  y e a r .
T h e s e  n o m i n e e s  b r i n g  w i t h  t h e m  a  m o r e
u t i l i t i e s - f r i e n d l y  a p p r o a c h  t o w a r d s  r e g u -
l a t o r y  m a t t e r s  t h a n  t h e i r  p r e d e c e s s o r s .  A s
a  r e s u l t ,  w e  e x p e c t  S o u t h w e s t  w i l l  h a v e  a n
e a s i e r  t i m e  w i n n i n g  n e w  r a t e  c a s e s  i n  t h e
r e g i o n .  T h e  f i r s t  o f  s u c h  r a t e  d e c i s i o n s ,  u n -
d e r  t h e  n e w  C P U C ,  h a s  a l r e a d y  b e e n  f i l e d .
T h e  c o m p a n y  i s  s e e k i n g  a n  1 1 %  r e t u r n  o n

Past
yrs.
8.5%
3.5%
1.5%

10.0%
14.0%

Est'd '03-'05
to '09-'11

5.5%
10.5%
18.0%

8.0%
7.0%

ANNUAL RATES
of change [per sh)
Revenues
"Cash Flow"
Eamings
Dividends
Book Value

Past
10 Yrs.

8.5%
7.0%

13.5%
6.0%
9.5%

Cal-
endar

QUARTERLY REVENUES (8 mill.)
Mar.31 Jun.30 Sep.30 Dec.31

Fun
Year

2003

2004

2005

200s

2007

44.0

47.5

52.0

50.0

53.0

41.5

45.7

51.3

55.0

60.0

51.4

55.0

54.7
60.0

63.0

36.1

39.8

45.2

50.0

54.0

173.0

188.0

203.2
215

230

Cal-
endar

EARNINGS PERSHARE A

Mar.31 Jun. 30 Sep.  30 Dec .  31
Full
Year

2003

2004

2005

20os

2007

d.01 .11

d.02

.06

.0 s

.10

.13

.13

.15

.16

.18

.21

.12

.14

.16

.19

d.01

.02

.04

.44

.23

.34

.42

. 5 1

Cal-
endar

0UARrERLY DMDENDS PAID B
Mar,31 Jun.30 Sep.30 Dec.31

Full
Year

2002

2003

2004

2005

2006

.038

.042

.046

.04B

.038

.046

.050

.052

.038

.042

.046

.048

.052

.03B

.042

.045

.048

.052

.15

.17

.19

.20

Target Price Range

April, July,
(C) In millions,

$1.61lshare

1¢;
Nam earnings report due early May

Company's Financial Strength
$\ock's Price sxabiliry
Price Growth Persistence
Earnings Predidabiiity

(A) Diluted earnings. Excludes nonrecurring and October
gains (losses): '00, (3¢), '01, (5¢); '02, '05, adjusted for splits
(23¢).
(B) Dividends hisloncally paid in late January, | (D) includes intangibles. in 2005: $35.9 million
o 2006. Woe Line Pubkshinq, inc. All rih15 reserved. Factual material is obtained from sources believed Io be reliable and is provided without warranties 01 any kind
THE PUBLISHER IS NOT RE PONSIBLE OR ANY ERRORS OR OMISSIONS HEREIN. non-commercial, internal USB- No pan
d it may be reproduced, resold. sirred nr transmitted in any primed, elemrmi: of other form, service or product

ThisdpublicWon is strictly for subs:iber's own,
of use fur generating Sr marketing any primed or elecxrunic publication,

I l l
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15.0
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2000 z001 2002

2.46

.76

47

.28

2.70

.86

.51

.30

2.85

.94

.54

.32

1.15

385

1.09

4.15

1.20

4.36

111.B2 113.97 113.19

1B.2

1.1B

3.3%

23.6

1.21

2.5%

23.6

1.29

2.5%

275.5

50.7

307.3

5B.5

322.0

62.7

38.9% 39.3% 38.5%

52.0%

47.8%

52.2%

47.7%

54.2%

45.8%

901.1

1251.4

990.4

1368.1

1076.2

1490.8

7.4%

11.7%

11,7ly,

7.8%

12.3%

12.4%

7.6%

12.7%

12.7%

l l  1

1999
241

.72

.42

.21

.90

342

106.80

21.2

1,21

3.0%

257.3

45.0

38.4%

52.9%

45]°/,,
782]

1135.4

7.5%

12.2%

12.3%

I llllll I hill I

I'

2004 2005
3.48

1.09

.64

.37

3.B5

1.21

.71

.40

1.54

5.89

1.84

6.30

127.15 128.97

25.1

1.33

2.3%

31.8

1.70

1.8%

442.0

80.0

496.8

91.2

39.4%

2.9%

38.4%

2.6%

50.0%

50.0%

52.0%

48.0%

1497.3

2059.8

1690.4

2280.0

6.7%

10.7%

10.7%

6.9%

11.2%

11.2%

1990 1991 1992 1993 1994 1995 1996 1997 1998

2.02

.43

.24

.19

2.14

.45

,25

.19

1.82

.39

.24

.20

1.70

.42

.24

.21

1.82

.42

.25

.21

1.84

.47

29

.22

1.85

.50

.30

23

2.02

.58

.34

.24

2.09

.51

.40

26

.76

2.10

.54

2.07

.60

2.09

.47

2.29

.46

241

.52

2.46

.CB

2.69

.se

2.84

.B2

3,21

40.64 41.42 51.20 59.40 59.77 63.74 65.75 67,47 72.20

10.2

.75

7.7%

10.8

.as

7.2%

12.5

.76

6.8%

14.4

,BE

5.9%

13.5

.BE

6.0%

12.0

,so

6.2%

15.6

.98

4.9%

17.B

1.03

33%

225

1.17

2.9%

4.40

1.45

.as

.49

Revenues per sh

"Cash Flow" per sh

Earnings per sh A

Div'd Ded'd per sh 51

5.80

1.85

1.20

.66

2.15

7.20

Cap'l Spending per sh

Book Value per sh

2.60

9.05

131.00 Common Shs 0u!st'g c 134.00

:res are
Line
:tea

Avg Ann'i PE Ratio

Relative PIE Ratio

Avg Ann'lDiv'd Yield

23.0

1.55

2J%

575

115

Revenues ($mlll)

Net Profit ($mill)

775

160

39.0%

25%

Income Tax Rate

AFUDC v. to Net Pygfit

39.0%

2.0%

51.0%

49.0%

Long-Term Debt Ratio

Common Equity Ratio

51.0%

49.0%

1925

2635

Total Capital ($miII)

Net PlaM ($mill)

2475

3280

7.5%

12.0%

12.0%

Recur on Total Cap'I

Return on Shr. Equity

Recur on Com Equity

8.0%

13.0%

13.0%

122.5

19.8

135.2

23.2

151.0

28,8

41,-1% 40.8% 40.5%

541'/u

44.0%

54.4%

44.8%

521%

45.5%

401.7

5023

427.2

534.5

4965

Boas

6.8%

10.7%

112%

7.4%

11.9%

12.0%

7.6%

123%

12.4%

CAPITAL STRUCTURE as of 12/31/05
Total Debt $1041.s mill. Due in 5 Yrs $2B0,0 mill.
LT Deb( $B7B.4 mill. LT Interest $50.0 mill.
(Total interest coverage: 3.8x) (48% of Cap'l)

Pension Assets $117.7 mill,
Oblig. $179.7 mill.

P fd Stock None

Common Stock 129,205,090 shares

as of 2/17/06

MARKET cAp: $3.3 brinn (Mid Cap)

2004 121311052003

11.9
82.7
7.B
7.6

90.0

55.5
15311

4 4 ]

263.3

377%

13.1
64.5
6.9
5.6

90.1

23.5
135.3

5B.6
217.4

364%

39.2
62.3
5.8
5.1

112.4

32.3
135.8
63.9

232.0

344%

CURRENT POSITION
(SMILL)

Cash Assets
Receivables
Inv nt ry (AvgCst)
Ofheef o
Current Assets

Accts Payable
Debt Due
Other

Current Limb.

Fix. Chg. Cov.

ANNUAL RATES
of change (per sh)
Revenues
"Cash Flow"
Eamings
Dividends
Book Value

Past
10 Yrs.

7.0%
9.5%
9.0%
5.0%
9.5%

Past
Yrs
8.0%
9.5%
8.5%
6.5%

11.0%

Est'd '03~'05
to '09-'11

9.0%
9.0%

110%
10.0%
8.0%

Cal-
endar

QUARTERLY REVENUES (S mill.)
Mar.31 Jun.3D Sep.30 Dec.31

Full
Year

2003

2004

2005

200s

2007

80.5

99.8

114.0

120

130

83.4

108.5

123.1

130

14a

102.1

120.3

136.5

140

155

101.2

115.4

1228

135

150

367.2

442.0

496.8

525

575

Cal-
endar

EARNINGS PER SHARE A

Mar.31 Jun.30 Sep.30 Dec.31
Full
Year

2003

2004

2005

2005

2007

.11

.13

.15

.15

.17

.18

.20

.22

.25

.29

.14

.14

.17

.17

.19

.14

.17

.17

.20

.21

.57

.64

.71

.77

.86

Cal-
endar

QUARTERLY DNIDENDS PAID Bl

Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2002

2003

2004

2005

2005

.084

.09

.098

.108

.08

.084

.09

.098

.08

.084

.09

.098

.08

.084

.09

.098

.108

.32

.34

,av

.40

23%

75%

3.5%

70%

4.5%

BE%

4.3%

65%

41%

60%

5.1%

59%

5.2%

59%

42%

59%

4.6%

57%

4.9%

56%

5.0%

57%

5.5%

56%

Retained to Com Eq

All Div'ds to Net Prof

6.0%

55%

others. Water supply revenues '05: residential, 59%, commercial,

15%' industrial & other, 26%. Officers and directors own 1.2% of

the common stock (4106 Proxy). Chairman 8 Chief Executive Of-

Ncert Nicholas DeBenedictis. Incorporated: Pennsylvania. Address:

762 West Lancaster Avenue, Bryn Mawr, Pennsylvania 19010. Tel-

ephone: 610-525-1400. Internet; viww.aquaamerica.com,

BUSINESS: Aqua America, Inc, is the holding company for water

and wastewater utilities that gene approximately 2.5 million resi-

dents in Pennsylvania, Ohio, North Carolina, Illinois, Texas, New

Jersey, Florida, Indiana, and five other states. Divested three of

four non-water businesses in '91, telemarketing group in '93, and

others. Acquired AquaSource, 7/03, Consumers Water, 4/99, and

A  r a v e n o u s  a p p e t i t e  f o r  a c q u i s i t i o n s
s h o u l d f u e l  p r o f i t  g r o w t h  i n  t h e  c o m -
i n g  y e a r s .  A q u a  i s  t h e  l a r g e s t  i n v e s t o r -
o w n e d  w a t e r  u t i l i t y  i n  t h e U n i t e d S t a t e s .
U s i n g  i t s  g o o d  f i n a n c i a l  p o s i t i o n ,  t h e  c o m -
p a n y  i s  a b l e  t o  p u r c h a s e  n u m e r o u s  s m a l l e r
b u s i n e s s e s  i n  t h e  f r a g m e n t e d  w a t e r  s e r v -
i c e s  i n d u s t r y .  M a n a g e m e n t  r e c e n t l y  i n d i -
c a t e d  t h a t  A q u a ' s  a c q u i s i t i o n  p i p e l i n e  i s
r o b u s t ,  a n d  i t  i s  s e e i n g  a  g r e a t e r  n u m b e r
o f  m u n i c i p a l i t i e s  b e i n g  o f f e r e d  f o r  s a l e .
M u n i c i p a l i t i e s  a r e  g o o d  a c q u i s i t i o n  t a r g e t s
s i n c e  t h e y  a r e  o f t e n  r u n  l e s s  e f f i c i e n t l y
t h a n  m o s t  o f  A q u a ' s  o t h e r  o p e r a t i o n s .  T h i s
m e a n s , a l t h o u g h  c a s h  o u t f l o w s  w i l l  p r o b a -
b l y  b e  h i g h  d u r i n g  t h e  e a r l y  y e a r s ,  a s  t h e
c o m p a n y  b r i n g s  t h e  n e w  w a t e r  s y s t e m s  u p
t o  p a r ,  f u t u r e  s y n e r g i s t i c  s a v i n g s  s h o u l d
m a k e  u p  f o r  t h e  i n i t i a l  l o s s e s .
W e d o  n o t  r e c o m m e n d  t h e s e  u n t i m e l y
s h a r e s  t o  i n v e s t o r s ,  g i v e n  t h e i r  c u r -
r e n t q u o t a t i o n . P r o j e c t e d e a r n i n g s
g r o w t h  f o r  t h e  c o m i n g  3 -  t o  5 - y e a r s  d o e s
n o t  s e e m  h i g h  e n o u g h  t o  w a r r a n t  t h e
s t o c k ' s  l o f t y  v a l u a t i o n .  M o r e o v e r ,  t h e  e q u i -
t y ' s  c u r r e n t  y i e l d  i s  o u t  o f  l i n e  w i t h  h i s t o r i -
c a l  n o r m s .
P r a n e e t h S a l i s h A p r i l  2 8 ,  2 0 0 6

A q u a A m e r i c a ' s s t o c k  i s  t r a d i n g  n e a r
i t s  a l l - t i m e  h i g h  v a l u a t i o n  m u l t i p l e .
S h a r e s  o f  t h e  c o m p a n y  r o s e  5 0 %  i n  2 0 0 5 ,  a
r a t h e r  u n u s u a l  g a i n  f o r  a  u t i l i t i e s  s t o c k ,
e s p e c i a l l y  w a t e r  u t i l i t y  T h e s e  s t o c k s  a r e
h i s t o r i c a l l y  k n o w n  f o r  t h e i r  s l o w  y e t
s t e a d y  p e r f o r m a n c e , b u t t h e y  h a v e  b e e n
r e a l  h i g h  f l y e r s  o v e r  t h e  p a s t  y e a r .  A q u a  i s
p o i s e d  f o r  h e a l t h y  s h a r e - n e t  a d v a n c e s  t h i s
y e a r  a n d  n e x t ,  b u t  i t s  c u r r e n t  s t o c k  q u o t a -
t i o n  m a y  a l r e a d y  i n c l u d e  t h e s e  a d v a n c e s .
W e  o u t l i n e  t h e  l : o m p a n y ' s  g r o w t h  p r o s -
p e c t s  b e l o w  t o  s e e  i f  W T R ' s  c u r r e n t  v a l u a -
t i o n  i s  s u s t a i n a b l e .
E a r n i n g s g r o w t h  i n  2 0 0 6  w i l l  p r o b a b l y
b e  b a c k - e n d  l o a d e d . A q u a  h a s  a  l a r g e
v o l u m e  o f  r a t e  c a s e s  t h a t  h a v e  r e c e n t l y
b e e n  f i l e d ,  a n d  s e v e r a l  m o r e  a r e  c o m i n g .
I n  t o t a l ,  t h e  c o m p a n y  i s  a w a i t i n g  j u d g -
m e n t  o n  o v e r  $ 6 5  m i l l i o n  o f  r a t e  h i k e s .
T h e  f i g u r e  c o n s i s t s  o f  r a t e  f i l i n g s  i n  P e n n -
s y l v a n i a  ( $ 3 8 . 8  m i l l i o n ) ,  I n d i a n a  ( $ 5 . 5  m i l -
l i o n ) ,  N e w  J e r s e y  ( $ 4 . 1  m i l l i o n ) ,  F l o r i d a
( $ 4 . 0  m i l l i o n ) ,  a n d  s e v e r a l  o t h e r  s t a t e s .
T h e  m a j o r i t y  o f  t h e s e  r a t e  i n c r e a s e s  w i l l
l i k e l y  c o m e  i n  t h e  s e c o n d  h a l f  o f  2 0 0 6 ,  s o
w e e s t i m a t e  f l a t  s h a r e - e a m i n g s  c o m -
p a r i s o n s  d u r i n g  t h e  f i r s t  h a l f  o f  t h e  y e a r .

Target Price Range

(C) In millions, adjusted for stock splits Company's Financial Strength
Stock's Price Stability
Price Growth Persistence
Earnings Predictability

(A) Primary shares outstanding through '96 disc. operations: '95, 2¢. Next earnings report
diluted thereafter. Excl. nor rec. gains (losses) due early May. (B) Dividends historically paid
90, (38¢), '91, (34¢), '92, (38¢), '99, (11¢), '00 in early March, June. Sept & Dec. l Div'd
2¢, '01, 2¢; '02, 5¢, '03, 4¢. End. gain from reinvestment plan available (5% discount)
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INDUSTRY TIMELINESS: 93 (of 98)

Composite Statistics: Natural Gas (Distribution)

2002 ZD03 2004 2005 2006 2007 09-11

22947

1231.5

29981

1395.3

33220

1517.2

35000

1700

37950

1850

39950

1980

Revenues ($mill)

Net Profit ($milI)

43000

2100

35.3%

5.4%

37 .4%

4.7%

35.7%

4.6%

35.0%

4.8%

36.0%

4.9%

36.0%

5.0%

Income Tax Rate

Net Profit Margin

36.0%

4.9%

57.8%

41 .4%

55.9%

43.7%

53.2%

45.7%

53.0%

45.0%

510%

45.0%

52.0%

46.0%

Long»Term Deb! Ratio

Common Equi ty Ratio

52.0%

46.0%

24907

25590

2B436

31732

31258

32053

33500

32400

35400

34000

36750

35150

Total Capital ($MilI)

Net Plant (sum)
40000

41000

5.6%

11.7%

11.B%

6.4%

11.1//,,

11.2%

6.4%

10.4%

10.5%

7.0%

12.0%

12.0%

7.0%

12.0%

120%

7.0%

12.0%

12.0%

Return on Total Cap'I

Return on Shr. Equlty

Return on Com Equity

7.0%

12.0%

12.0%

3.9%

68%

4.1%

64%

4 0 %

63%

5.5%

62%

5.5%

61%

5.5%

60%

Retained to Com Et

All Div'ds to Net Prof

5.5%

60%8

1 4 8

.81

4.5%

14.1

. to

4.5%

15.6

.82

4.0%
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Avg Ann'l PIE Ratio

Relative PE Ratio

Avg Ann'I Div'd Yield
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.as

4.6%

281% 314% 308% 310% 315% 330% Fixed Charge Coverage 375%

N a t u r a l  G a s  ( D i s t r i b u t i o n )
RELATIVE STRENGTH (Ratio of Industry to Value Line Comp.)
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March 17, 2006 NATURAL GAS (DISTRIBUTION) 458

The earnings performance for many Natura]
Gas Distribution utilities has been hurt by the
wanner-than-normal temperatures during most of
the winter heating season. Moreover, the higher
natural gas prices resulted in conservation from
customers, as well as higher levels of bad-debt
expenses from individuals unable to afford higher
utility bills. Companies that have been able to
lower operating costs likely posted better bottom-
line results than those that were unable to offset
these costs. Furthermore, it should be noted that
the key features of owning a gas utility stock are
their safety and better-than-average dividend
yields, rather than price performance or apprecia-
tion potential.

Natural Gas Distribution

with guaranteeing gas marketers access to their distr i-
but ion networks. As a result ,  many distr ibut ion compa-
nies have entered into act ivit ies outside their  core dis-
t r ibut ion operat ions,  such as retail energy market ing,
energy trading, and oil and gas exploration and produc-
tion. In fact, most companies in this industry have some
por t ion of  thei. r  earnings  coming f rom nonregulated
operations, and are looking to boost their percentage of
earnings  f rom th is  segment  in the coming years .  At
South Jersey, nonregulated segment earnings advanced
22%,  to $14 mil l ion,  f rom the year -ago per iod in the
December  quar ter .  Moreover ,  i t s  Mar ina Energy unit
should contribute meaningfully to profits in future quar-
t er s ,  t hank s  t o t he t hermal  energy p lant  expans ion
under way at the Borgata Hotel Casino & Spa.

Acquisit ion Act ivity

Southern Union has completed the acquisit ion of Sid
Richardson Energy for  $1.6 bil l ion.  To fund this  pur -
chase, the company will sell its  PG Energy assets for
$580 mil l ion,  and Rhode Is land gas  ut i l i t y assets  for
$575 mi l l ion,  less  assumed debt  of  $77 mi l l ion.  S id
Richardson, which is a leading provider of gas gathering
and processing services in the southeastern New Mexico
and west Texas areas of the Permian Basin, should help
the company's nonregulated segment earnings.

The dis tr ibut ion operat ions of  gas ut ilit ies are regu-
lated by state agencies, which set allowed rates of return
that these companies are permitted to earn. Gas utilit ies
are natural monopolies  s ince it  is  cheaper  and more
cost-ef fect ive to have one provider  servic ing a region
than for  mult iple companies compet ing over the same
area. One benefit that an investment in these companies
offers is earnings stability, since utilit ies can file for rate
adjustments should operating costs cut into profitability.
In  par t ic u lar ,  t hos e c ompan ies  t hat  have weat her -
adj us tment  c lauses t hat  p r ot ec t agains t  war mer
weather and customer usage levels stand to post even
more consistent earnings streams. Northwest  Nature]
has a revenue decoupling mechanism,  and the ut i l i ty
subsidiaries oflNew Jersey Resources and South Jersey
Industries are requesting one. However, due to regula-
t ion,  the al lowed return on equit y  is  t yp ical ly  in  the
10%-12% range. In addit ion, regulators have been less
willing to give rate increases to those companies with
businesses in nonregulated operations, since those ac-
t ivit ies have no restr ict ions on return on equity.

Investment  Advice

Nonregulated Operat ions

This industry caters to r isk-averse investors who are
pr imar ily concerned with income. It  is  also noteworthy
t o ment ion  t hat  s ome c ompanies  in  t h is  s ec t or  ar e
expanding in to nonregulated ac t iv i t ies .  This  boos ts
total-return potent ial for  these stocks, but comes with
added risks to the investor. W hen evaluating companies,
investors should consider what proportion of earnings is
derived from nonregulated operations. Also, as compa-
nies expand into these act ivit ies,  their  boards may be
less willing to increase dividends, instead using these
funds to finance capital expenditures. As always, inves-
tors should consider a company's balance between utility
and nonut ility act ivit ies before committ ing funds.

Init ially,  gas ut il it ies  had exc lus ive r ights  to deliver
gas and provide other services to specified regions, and
were regulated by state public  ut ility commissions.  In
1992, the Federal Energy Regulatory Commission insti-
tuted Order 636,  which requires pipeline operators to
unbundle t ranspor tat ion and s torage services ,  along Evan I Blas ter
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F ix.  Chg.  Cov .

propane. Nonregulated subsidiaries: Georgia Natural Gas Services

markets natural gas at retell. Acquired \/Virginia Natural Gas, 10100.

Sold Uti l ipro, 3/01. Off . ld i r.  own less than 1.0% of common stock

(3105 Pixy ) .  Pres ident  & Chie f  Execut ive  Of f i cer  John W . Some

rhalder I I .  inc .:  GA Address: 10 Peachtree Place N.E.,  At lanta, GA

30309. Telephone: 404-5B4~4000. Internet: www.aglresources.com.

BUSINESS: AGL Resources, Inc .  is  a public  ut i li ty  holding compa-

hy. hs distribution subsidiaries are Atlanta Gas Light, Chattanooga

Gas, and Virginia Natural Gas. The uti li t ies have more than 2.2 mil-

l i o n c us t o me rs  i n Ge o rgi a ,  pr i ma r i ly  At la nt a ,  Vi r g i n i a ,  a nd i n

southern Tennessee .  Also  engaged in nonregula ted na tura l gas

market ing and other,  a llied serv ices .  Also wholesales  and re ta i ls

with the commission that would freeze
rates at the 1996 levels for an additional
five years. Hearings on this matter are un~
Der way, though, it seems that VNG will
likely experience some reduction in rates.
The Jefferson Island Storage & Hub
expansion should result in increased
profits over the 2009-2011 period. The
segment, which was acquired in October of
2004, currently has a storage capacity of
7.2 billion cubic feet (Bcf). AGL resources
will build two additional caverns, which
will more than double storage capacity
from the current levels. The third cavern
is scheduled to be completed in 2009, with
the fourth coming on line in 2011.
Income-oriented investors may find
this conservative stock appealing. Of
note, the board recently hired John W.
Sornerhalder II, former president of E1
Paso Pipeline Group, as AGL Resources'
president, CEO, and newest member of
the board. In addition, the board announc-
ed a plan to repurchase up to eight million
shares of common stock. Over the pull to
2009-2011, we look for modest dividend
hikes to support a yield of about 4%.
Evan I Blotter March I Z 2006

We look for respectable eaniings
gains from AGL Resources in 2006 and
2007. This follows last year's 9% increase
in earnings, where each segment contrib-
uted meaningfully toward results. Man-
agement has upped its 2006 forecast by
$0.10, due to a decline in the price of gas
during the fourth quarter of 2005. As a re-
sult, reported hedge losses are now expect-
ed toberecovered in 2006. In addition, the
NUI acquisition, which occurred in No-
vemberof 2004, has proven to be a strong
contributor toward results. All major cor-
porate functions at NUI have been in-
tegrated into the AGL model. Since the
purchase, the company has been able to
lowerNUTs cost per meter from $2,766 to
$1,647. Also, the number of customers per
employee has risen to 943 from 456,
highlighting many of the improved ef-
Hciencies in place.
AGL Resources' Virginia Natural Gas
(VNG) subsidiary is involved in a rate
case. The Virginia Commission has issued
a report stating that VNG is currently ex-
ceeding its allowable rate of return by
about $10 million-$15 million. In July,
VNG filed a performance-based rate plan
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7 . 5 %
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4 . 0 %
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1.5%
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M ar .31  Jun.3D  S ep.30 Dec .31

Full
Year
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2003

2004
2005

2005

.27

.28

.29

.31

.27

.28

.29

.37

.27

.28

.29

.31

.27

.27

.28

.31
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21 .6
17 .8
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I CAPITAL STRUCTURE as of 12/31/05
1 Total Debt2137.0 mill. Due in 5 Yrs 525.0 mill.

LT Debt $16150 mill. LT Interest $100.0 mill.

(Total interest coverage: 3.8x)
Leases, Uncapitalized Annual rentals $27.0 mill.

Pension Assets-12/05 $371,0 mill.
Oblig. $4640 mill

Pfd Stock None
Common Stock 77,849,574 she.
as of 1/31/06

MARKET CAP; s2.1 billion (Mid CID\ 9 DPI vs nm: 1 .mf L \l nr

B ++

repot due late Apri l.

Company's Financial Strength
Stock's Price Stability
Price Growth Persistence
Eamings Predictability

(A) Fiscal year ends December 31st Ended
September 3Dlh prior to 2002.
(B) Diluted earnings per share. Excl. nonrecur-
ring gains (losses): '95, d$0.83, '99, $0.39, '00,

o 2006, Value Ume Puhiishin§, Inc. All ii%hts resewed.
THE PUBLISHER IS NOT RE PONSFBLE OR ANY ERR
o( it may be reprutluced, resold, stored or transmitter! in any

ORS OR OMISSIONS HEREIN
primed. elennnnéc Ur other lam,

$0.13- 'o1,$0.13, '03, d$0.07. Next earnings available.
D) Includes intangibles. In 2005: $422 million,

(C) Dividends hislaNcally paid early March, 5.43/share.
June, Sept, and Dec. l Div'd reinvest. plan (E) in millions, adjusted for stock split

Factual material is obtained hum sources believed Lu be reliable and is provided without warranties ml' any kind.
This publication is slridly lot subscribers own,

Ur used for genaaling or marketing any primed Ur electronic publication.
non-commercial, internal use. No pan

service or product.i Ill
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CAPITAL STRUCTURE as of 12/31/05

Total Debt $192.6 mi ll.  Due in 5 Yrs $20.5 mi ll.
LT Debt $185.7 mill. LT Interest $10.0 mill.

(LT interest earned: 2.3x, total interest

coverage: 2.3x)

Pension Assets-9/05 $58.5 mill. Oblig. $71 .7 mill.

P f d Stock No ne

Common Stock 11,442,516 she.

as of 1l31lDB
MARKET CAP: $225 million (Small Cap)
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4.2

195.8

10.6

1B9.7
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14.2

241.9

15.4
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Net Prost (sum)
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36.5%

6.8%

37.1%
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35.0%

4.8%
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3.9%
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3.2%

36.2%

4.2%

37.9°/,
2.8%

37.0%

2.2%

37.0%

2.3%

Income Tax Rate

Net Profit Margin

37.0%

2.3%

4-68%

50.0%

50.6%

46.5%

48.4%

48.7%

50.9%

45.6%

51.2%

48.8%

50.7%

49.3%
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40.9%

55.9%

44.1%

52.1%

47.9%

59.4%

40.6%

57.0%

43.0%

55.0%

45.0°/.
Long-Teml Debt Ratio

Common Equity Ratio

51.0%

49.0%

217.8

255.7

239.4

2es.2

228.5

276.6

2455

2B2.3

244.2
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246.6

294.2
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312.3

247.4

3345
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M 2 5

330

350

365
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Total Capital ($mill)
NetPlan! ($mill)
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3.4%

3.8%

3.5%

6.2%

9.0%

9.1%

6.1%

8.3%
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7.5%
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12,0%
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12.9%

12.9%

8.5%
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13.3%

6.4%

10.9%
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8.6%

8.6%
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11.2%

11.2%
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5.0%
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8.5%
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NMF
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93%
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110%

2.1%
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2005 12131105

1.1
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C o s  A s s e t s
Ot he r
Current  AsseLs

Ac c ts  Pay able
D e b ! D u e
Ot he r
Cur rent  L iab.

F i x.  Chg.  Cov .

ere,  o i l re f ining,  & food process ,  ends .  Main connec t ing pipe line:

Northwest Pipeline Corp. '05 depter; rate: 2.9%. Est'd plant age: 12

yrs. Has around 375 employees. Oflicers and directors own 1.8% d

com. (12105 proxy).  Pres ident and Chief  Execut ive Oft icen Dav id

W . Stevena. Inc .:  W A. Address: 222 Fairv iew Ave. North, Seatt le,

WA 98109. Tel.: 206-524-3900. Internet: www.cngc.com.

BUSINESS: Cascade Natural Gas Corporat ion dis tr ibutes natural

gas  to  roughly  227,000 cus tomers  in W ashington and Oregon.  In

2005 ,  to ta l throughput  was  10B.2  bi l l i on cu.  t r  Core  cus tomers :

res identia l,  commerc ial,  f i rm industria l,  interrupt ible (71% of aper.

margin, 24% ct gas deliveries), non-core: industrial, transportation

serv ice (29%, 76%) Serves pulp & paper,  plywood, chem. fert i liz-

Share net for Cascade Natural Gas
bounced back sharply for the first
quarter of fiscal 2006 (ends September
30th) versus the year-ago tally. Con-
sumption for the core residential and com-
mercial business was boosted by cooler
weather (especially during December),
plus an expanded customer base. Further-
more, die performance of the electric gen-
eration segment, a key component of the
industrial unit, also benefited from lower
temperatures, as well as a settlement in-
volving an inactive power plant. Finally,
there was a decline in the company's labor
expenses (attributable partly to better
management of overtime) and employee
benefits costs (reflecting the outsourcings of
retiree medical obligations to an insurance
firm).
At this juncture, indications point to a
jump in the bottom line of about 22%,
to $1.00 a share, this year. Assuming a
continuation of positive business trends,
share net stands to climb another 15%, to

March I Z 2006

last time Cascade had such a filing was in
1995.) The proposed new rates would gen-
erate additional annual revenues of $11.7
million. We note that our presentation will
reflect this measure once approval is
granted, which is hard to determine at
this juncture.
Solid results appear to be in store for
the company over the next three to
five years. A generally favorable econom-
ic environment in the Pacific Northwest
enabled the pace of new home and com-
mercial construction to be steady in the
past. We expect more of the same, which
augurs well for Cascade's account
hookups. Other positives include an auto-
mated meter reading system and a consoli-
dated call center for customers. That said,
share earnings may expand roughly 10%
annually out to 2009-2011.
The equity offers a healthy dividend
yield. But further increases in the distri-
bution may be moderate, given future cap-
ital expenditures for the company's ex-
panding customer base. Meanwhile, these
shares are ranked 4 (Below Average) for
Timeliness.
FrederickL. Harris, III

$1.15, in 2007.
A request for a general rate hike was
Filed with the Washington Utilities
and Transportation Commission. (The
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Year
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D deferred charges. In '05: $68.0 mill.,
Company's Financial Strength
Stock's Price Stability
Price Growth Persistence
Earnings Predictability

(A) Cal. yr, thru. 12195. Changed to 9/30 listed '02, (16¢), '03, (5¢). '04 egg. don'l add lo total avail.
yr. in '95. (B) Primary egg. thru. '97, then due to rounding Next egg. rpL.due late Apri l. 5) Ind.
diluted. Excl. nor rec. gains (losses): '91, 19¢, (C) Dlvidends historically paid in the middle of .96lsh. (E) In mill., adj. for elk. split.
'93, 3¢, '96, (11¢), '98, (2¢), '99, (1¢); '01, 9¢, Feb., May, Aug., Nov. -Div 'd reinvest plan

° zoos, Value Line Publishing Inc. All "age reserved. Factual material is obtained from sources believed to be reliable and is provided wirhoul wanamies al any kind.
THE PUBLISHER IS NOT RE PONSIBLE OR ANV ERRORS OR OMISSIONS HEREIn. nun-cumlrlerdal. inlemal use. no part I
d it may be reproduced, resold. stored Ur lransmirled in any primed. electronic or other farm, service m prudy.

Ti1i;Fubiica\ion is slricliy fur subscriber's own, .
of us lot generating or marketing any primed or elenrunic publication.
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2.46

11.83

2.a7

11.79

2.62

12.19

2 5 0

1244

2.53

13,05

2.35

13.72

2.44

14.26

2.68

14.57

2.58

14.96

2.77

14,99

2.51

15.25

2.80

15.07

2.67

15.65

15.59 15,59 15.59 15.59 15.87 1742 17.56 17.56 17.63 18.88 18.88 18.88 18.95 19.11

14.6

1.08

7.5%

12.5

.80

7 5 %

15.B

.96

6.5%

13.5

.80

5.6%

15.4

1 UB

5.3%

15.5

1.04

8.3%

11.9

.15

5.6%

12.5

,72

5.6%

15.5

,81

5.4%

15.8

.90

5.8%

14.9

.97

6.6%

14.5

.74

5.7%

20.0

1.09

5.7%

13.6

.78

5.4%

75.43

2.98

1.90

1.37

91.55

3.55

2.35

1.40

99.05

3.70

zoo

1.42

Revenues per sh

"Cash Flow" per sh

Earnings per sh A s

Div 'ds Decl'd per sh °1

125.00

4.40

2.80

1.50

2.84

17.31

3.15

18.25

3.40

18.75

Cap'l Spending per sh

Book Value per sh D

4.40

2130

21.17 21.50 21.50 Common She 0uts t 'g E 24,o0

so kg
Valu
eslin

:res are
Line
:tea

Avg Ann'I P E Ratio

Relative PIE Ratio

Avg Ann'l Div'd We\d

12.5

.as

4.3%

16.2

.86

4.4%

1597.0

40.1

1970

50.5

2130
51.5

Revenues ($miII) A
Net Profit ($mill)

aooo

70.0

34.1%

2.5%

34.0%

2.5%

34.0%

2.4%

Income Tax Rate

Net Profit Margin

35.0%

2.3%

48.1%

51.8%

48.0%

52.0%

4a,0%

52.0%

Long»Terrn Debt Ratio
Common Equity Ratio

49.0%

51.0%

707.9

679.5

755

71a

775
745

Total Capital (mill)
Net Plant ($miu)

1050

900

7.7%

10.9%

10.9%

8.0%

13.0%

13.0%

8.0%

13.0%

13.0%

Return on Total Cap'l

Return on Shi. Equity

Recur on Com Equity

s.o%

13.0%

13.0%

544.B

32.8

502.8

32.5

547.2

27.9

491.6

26.9

566.1

26.0

1002.1

30.5

755.2

22.4

1050.3

34.6

358°/»
s,0%

35.1%

5 4 %

35.6%

5 1 %

35.5%

5.5%

35.2%

4.6%

32.7%

3.0%

35.4%

3.0%

35.0%

3.3%

42.5%

57.1%

38.0%

61.6%

40.9%

58.5%

41.8%

575%

45.2%

54.5%

49.5%

50.2%

47.5%

52.3%

50.4%

49.4%

422.2

452.2

406.8

467.6

438.0

490.6

488.6

519.4

519.2

575.4

574.1

602.5

546.6

594.4

505.0

s21.2

9,4%

13.5%

13.5%

9.7%

12.9%

12.9%

aw,
10.B%
10.8%

7.1%

9.5%

95%

6.7%

9.1%

9.1%

6.9%

10.5%

10.5%

6.0%

7.8%

7.8%

7.4%

11.5%

11.6%

CAPITAL STRUCTURE as of 12131105
Total Debt $550.0 mill.  Due in 5 Yrs $175.0 mill.
LT Debt $340.5 mill. LT Interest $250 mi ll.

(Total interest coverage: 3.0x)

Leases, Uncapitalized Annual rentals $1.7 mill.

Pension Assets-9l05 $272.8 mill.
Oblig. $327.2 mill.

Pfd Stock 5.9 mill. Pfd Div 'd $.05 Mi ll.

Common Stock 21,282 283 she.

as of 1/27/06

MARKET CAP: $700 million (Small Cap)

2005 1281105zoom

23 .8
611 .4

635 .2

1 3 . 9
323 .7
337 .6

CURRENT POSITION
(SMILL)

Cas h As s e ts
Ot he r
Current  Asse ts

5 .0
4 1 8 . 1
4 2 4 .1

1 3 8 .4
1 1 0 .7
1 1 5 .5
3 6 5 . 6

2 9 3 %

68 .4
96.5
97 .7

2 6 2 . 6

2 7 9 %

227.B
309 .5

93 .7
631 .0

2 B5 %

Acc ts  Payable
De bt  Due
Ot he r
Current  L iab.

F ix.  Chg.  Cov .

Pas t
10 Yrs.

7 . 5 %
1.0 /a
2 . 5 %
1 .0%
3 . 0 %

ANNUAL  RATES
of change (per sh)
Re v e nue s
"Ca s h F lo w"
E a mi ngs
Div i dends
Bo o k Va lue

P a s t
Yrs.

1 7 . 0 %
1 .5%
4 . 5 %

. 5 %
2 . 5 %

Es\ 'd 'D3-'05
to '09~'11
12. 0%

7. 0%
7. 0%
2. 0%
5 . 0 %

Fiscal
Year

Ends

QUARTERLY REVENUES (S milL)*
Dec.31 Mar.31 Jun.30 Sep.30

Full
Fiscal
Year

2003

2004

2005

2006

2007

280.1

332.8

4 4 2 5

689.2

700

186.6

245.1

311.3

320

4 0 0

151.4

197.6

255.7

275.s

3 3 0

422.2

475.0

576.5

685

700

1050.3

1250.3

1597.0

1970

2130

Fiscal
Year

Ends

EARNINGSPER SHARE A B F
Dec.31 Mar.31 Jun.30 Sep.30

Full
Fiscal
Year

2003

2004

2005

2005

2007

d.21

d.28

d.24

d.28

d.24

1.14

1.12

1.06

1.10

1.13

.B0

.87

.79

1.23

1.21

.11

.19

.29

.30

.30

1.82

1.B2

1.90

2.35

2.40

Cal-
endar

QUARTERLY DNIDENDS PAID c I
Mar.31 Jun.30 Sep.30 Dec,31

Full
Year

2002

2003

2004

2005

2005

.335

.335

.34

.345

.335

.335

.34

.345

.335

.335

.34

.345

.355

.335

.335

.335

.34
, 5

1.34
1.34
1.36
1.38

4.5%

57%

3.9%

70%

1 8 %

BE%

1.0%

89%

2 %

CB%

1.8%

BE%

NMF

113%

3.1%

74%

2.7%

73%

3.1%

72%

5.0%

60%

5.0%

59%

Retained to Com Et

All Div'ds to Net Prof

6.5%

51%

and indus t r ia l,  23%,  t ranspor ta t ion,  2%,  o ther ,  15%.  Has  about

3,815 employees, 6,270 common stockholders. Off icers and direc-

tors  own about 6.0% Of common shares (1106 Proxy). Chaimian,

Chie f  Exec ut i v e  Of f i c e r ,  and Pres ident  Douglas  H.  Yaege r .  In-
corporatedi Missouri. Address: 720 Olive Street, SL Louis, Missouri

63101. Telephone: 314-342-0500, Internet www.lar;Iedegas.com.

BUSINESS: Laclede Group. Inc.,  is  a holding company for Ladede

Gas, which dis tributes natural gas in easter Missouri ,  inducing the

c i ty  a t  SL Louis ,  St .  Louis  County ,  and parts  of  8  other count ies .
Has more than 630,000 customers .  Purchased SM&P for sea mi l-

lion (1/02). Thorns sold and transported in Fiscal '05; 1.12 mill. Rev-

enue mix for regulated operations: res idential ,  60%, commercial

difficult comparison.
St i l l ,  we do not  env is ion any spec-
tacular performances for the compa-
ny out to 2009-2011. It appears that in-
ternal growth for Laclede Gas will remain
modest, at best, since the customer base in
the greater St. Louis area has been ex-
panding less than 1% annually. As such,
any substantial gains will have to come
from the unregulated units or from major
acquisitions, scenarios we don't see hap-
pening anytime soon. Consequently, an-
nual bottom-line increases could only be in
the mid-single-digit range over the 3- to 5-
year period.
The stock of fers an appeal ing d iv i -
dend, which is amply secured by earnings.
But hikes in the payout will likely be mini-
mal, given that Laclede's gas service area
is in a mature Sta e.
L o n g - t er m  t o t a r e t u r n  p o t en t i a l  i s
unexciting. Thatls because these shares
are currently trading within our 2009-
2011 Target Price Range, and we are as-
suming moderate dividend growth. Mean
while, the equity is neutrally ranked for
Timeliness.
Frederick L. Harris, III March I7, 2006

Laclede Group's share net rose con-
siderably for the first quarter of f iscal
2006 (year ends September 30th).
Laclede Gas Company, the core subsidiary,
was aided by higher sales to entities that
were outside die service territory, a gener-
al rate increase (effective since last Octo-
ber), and colder temperatures within the
system. But the advance was limited, to a
certain degree, by heightened operation
and maintenance expenses. Meanwhile,
margins for the non~regulated gas market-
ing segment, Laclede Energy Resources,
widened nicely because of regional sup-
ply/demand imbalances caused by the
recent hurricanes, plus a healthy flow of
interstate pipeline wholesale transactions.
Lastly, SM&P Utility Resources, an un-
derground facility locating firm, benefited
from the attainment of business in both
new and exist ing markets, as wel l  as
profit-enhancement initiatives (which in-
cluded new training methods and quality
assurance programs
At this juncture,  the bot tom l ine ap-
pears set to jump nearly 24%, to $2.35
a share, in fiscal 2006. Share net may
flatten out next year, though, due to the

28.6
20.3

Target Price Range
2009 2011

54

CB
40

32

24
20
LB

12

B
- 6

l l l l l

~..lmlIll
9-11

(Al Fiscal year ends Sept. 30th.
(B Based on average shares outstanding thru.
'97, then diluted. Next earnings report due late went plan available,

(C) Dividends historically paid in early January, $9.63Ish.
April, July, and October. I

Company's Financial Strength
Stock's Price seabird
Price Growth Persistence

F Predictability

Dividend reinvest- (E) In millions. Adjusted for stock split
(F) Qtly. egg. may not sum due to change in

April. (D) Ind. deferred charges. In '05: $203.8 mill., shares outstanding.
e 2006. Value Line Publishing. lr. All rights reserved. Factual material is obtained from sources believed lo be reliable and is provider) without warranties al any kind.
THE PUBLISHER IS NOT RE PONSIBLE OR ANY ERRORS OR OMISSIONS HEREIN. nun-cnmmerdal, xmemal use. No pan
d it may be reproduced. resold, sirred Ur transmitted in any printed, eleclrunic Ur other (arm, service or product

WEUMMW is staidly for subscriber's own,
Rf use for genewaling nr marketing any primed Ur electronic pubiicaliun,

m



N.W. NAT'L GASNYSE-NWN 33.58
RECENT
PRICE

PIE
RATIO 15.7(&23::s§32;3) §aLaA*%0.85 4 . 1 %

DIV'D
YLD

VALUE
LINE

30,5
24.3

27.9
19.5

27.5
178

25.8
21.7

30.7
23.5

31.3
24.0

34.1
27.5

39.6
32.4

35.6
32.8TIMELINESS 4 Lnweved 911G105

sAFEr 1 Raised 3l1Bl05

TECHNICAL 3 Raismnums

BETA ,70 (1.00=Market)

H'gh
La.

Price
45
35

Ann'l Total
Recur
11 %
5%

2009-11 PROJECTIONS

Gain
(4-35%l

(+5'/»
Insider Decisions

A M J J A S O N D
0 0 0 0 0 0 0 0 0
0 0 4 0 0 1 0 0 1
0 0 3 0 0 0 0 0 1
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z001 2002 2003 2004 2005 2006 2007 ©vALuE LINE PUB., INC. I1990 1 9 9 1 1992 1993 1994 1 9 9 5 1996 1997 1 9 9 8 1 9 9 9

17.02

3.22

1.62

1.10

16.74

257

.67

1.13

14.10

3.25

.74

1.15

18.15

3.74

1.74

1.17

18.30

3.50

1.63

1.17

16.02

3.41

1.51

1.18

16.86

3.86

1.97

1.20

15.82

3.72

1.76

1.21

16.77

3.24

102

1,22

18,17

372

170

1.23

3.85

12.51

3.58

12.23

3.73

12.41

3.51

13.08

4.23

13.63

3.02

14.55

3.70

15.37

5.07

16.02

4.02

1559

4.78

1712

17.41 17.58 19.46 19.77 20.13 22.24 22.56 22.86 24.85 25.09

10.2

.76

6.7%

28.1

1.79

5.9%

270

184

5.7%

12.9

.75

5.2%

13.0

.85

5.5%

12.9

.BS

5.7%

11.7

.73

52%

14.4

.B3

48%

26]

1.39

45%

145

.BE

5.0%

25.78

3.85

1.88

1.25

25.07

3.65

1.62

1.28

23.57

3.85

t.75

1.21

25.69

3.92

1.85

1,30

33.01

4.34

211

1.32

39.65

4.60

2.25

1.38

42.25

4.60

2.40

1.42

Revenues per sh

Cash Flow"per sh

Eamings perch A

Div'ds Decl'd persh Bl

s1.so

5.10

2.85

1.70

3.23

18.56

3.11

18.88

4.90

19.52

5.52

20.64

3.22

21,27

3.60

21.9s

3.60

22.90

Cap'lSpending persh

Book Value persh

3.60

25.55

25.23 25.59 25.94 27.55 27.58 27.75 27.80 Common She Outst'g c 28.00

12.9

.as

5.1%

17.2

.94

4.5%

15.8

.90

4.6%

16.7

.as

4.2%

17.0

.90

3.7%

Bald fig

Value

destin

res are
Line
Ares

Avg Ann'I PE Ratio

Relative PIE Ratio

Avg Ann'l Div'd Yield

14.0

.95

4.3%

650.3

50.2

541.4

43.8

611.3

46.0

707.6

50.6

910.5

58.1

1100

62.5

1175
66.5

Revenues ($miII)
Net Profit ($milD

1450

77.0

35.4%

7.7%

34.9%

6.8%

33.7%
7.5%

34.4%
7.1%

36.0%

6.4%

36.0%

5.7%

36.0%

5.7%

Income Tax Rate

Net Profit Margin

36.0%

5.3%

43.0%

53.2%

47.5%

51.5%

49.7%

50.3%

46.0%

54.0%

47.0%

53.0%

47.0%

53.0%

47.0%

510%

Long-Term Debt Ratio

Common Equity Ratio

47%

53%

8B0.5

985.0

937.3

995.6

1006.6

12053

1052.5

1318.4

110844

1338.6

1150

1375

1200

1400

Total casual (Small)
Net Plant ($mill)

1350

150o

6.9%

10.0%

102V

5.9%

8.9%

8.5%

5.7%

9.1%

9.0%

5.9%

B.9%

8.9%

7.0%

10.0%

10.0%

7.0%

10.0%

10.0%

7.0%

10.5%

10.5%

Recur on Total Cap's

Return on Shr. Equity

Return on Com Equity

7.0%
10.5%
10.5%

380.3

46,3

351.8

43.1

416.7

27.3

455.8

44,9

3B.9%

12.3%

32.9%

119%

31.0%

65%

354%

9.9%

414%

523%

450%

49.0%

450%

50.6%

450%

493%

657.4

745.3

748.0

827,5

815.6

894.7

B51,5

B95.9

8.9%

121°/,
12.7%

7.4%

101%

11.0%

5.0%

5.1%

6.0%

CB%

9.7%

9.9%

CAPITAL STRUCTURE as of 12/31/05
TotalDebt$656.2 mill. Due in 5 Yrs $7B.0 milL
LT Debt $521.5 mill. LT Interest$31.0 mill.

(Total inletest coverage: 3.5x)

Pension Assets-12l05 $21B.6 mill
Oblig. $267.9 mill.
Pfd Stock None

Common Stock 27,5B2,296she.
as of 21z3105
MARKET CAP $925 million (Small Cap)

2004 12/31/05ZDD3

5.2
231 .9
237.1

102.5
111.5
47.3

267.3

316%

7.1
316.6
323.7

135.3
134.7
56.6

325.5

340%

4.7
194.8
199.5

86.0
85.2
43.2

214.4

280%

CURRENT POSITION
(SMILL)

Cash Assets
Other
Current Assets

Accts Payable
Debt Due
Other
Current Liab.
Ft. Chg. Cov.

Est'd '02-'04
to '09-'11

11.00
4.5%
7.0%
4.0%
35%

Past
Yrs.
8.0%
1.5%
3.0%
1 .0%
3.5%

Past
10 Yrs.

4.0%
1.0%
2.5%
1.0%
4.0%

ANNUAL RATES
DI change (per sh)
Revenues
"Cash Flow"
Eamings
Dividends
Book Value

Cal-
endar

QUARTERLY REVENUES (S mill.)
Mar.31 Jun.30 Sep.3D Dec.31

Full
Year

2003
2004
2005

2005
2007

59.5
81.4

106.7

150
160

205.5
254.5
308.7

375
400

117.5

109.7
153.7

200

215

217.8
252.0
341.4

375
400

611.3

707.6
9105

1100
1175

Cal-
endar

EARNINGS PER SHARE A
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2003

2oo4
2005

200s

2007

d.25
d.30
d.31
d.31
d.30

1.01
1.24
1.43
1.50
1.55

.17
d.03
.04
.02
.05

.83

.95

.93
1.04
1.10

1.76
1.B6

2.11

2,25

2.40

Cal-
endar

QUARTERLY DNIDENDS PAM B I

Mar.31 Jun.30 Sela.30 Dec.31
Full
Year

2002

2003

2004

2005

2008

.315

.315

.325

.325

.315

.315

.325

.325

.315

.325

.325

.345

.315
.315
.325
.325
.345

1.2B
1.27

1.30
1.32

5.0%

63%

3.6%

70%

.NMF

118%

2.8%

74%

3.1%

70%

3.5%

67%

1.9%

79%

2.6%

72%

2.7%

69%

3.7%

63%

3.7%

61%

3.7%

59%

Retained to Com Eq

All Div'ds to Net Prof

3.8%

60%

rights on Northwest Pipeline system to bring gas to market, Owns
local underground storage. Rev. breakdown: resident'l & comm'l,
80%, ind., 8%; transport. and other, 12%. Empioys 113050. Has act

9,200 com. shrhldrs. Insiders own about 1% of com. (4/05 proxy).
CEO: Mark S. Dodson. Inc.: OR. Addr.: 220 NW 2nd Ave., Portland,
OR 97209. Telephone: 503-226-4211. Web: ww1.nwnatural.oom

BUSINESS: Northwest Natural Gas Co. (doing business as NW
Natural) distributes natural gas at retail to 90 communities, 617,000
customers, in Oregon (90% it costs.) and in southwest Washington

state. Principal cities sewed Portland and Eugene, OR, Vancouver,
WA Service area population: 2.4 mill. (77% in OR). Company buys
gas supply ham Canadian and U.S. producers, has transportation

s o n  a n d  m a i n t e n a n c e  c o s t s  w i l l  p r o b a b l y
i n c r e a s e  b y  l e s s  t h a n  t h e  1 1 %  r a t e  i n  2 0 0 5
a s  t h e  c o m p a n y  b e g i n s  t o  r e a d  a b o u t  a
t h i r d  o f  i t s  m e t e r s  a u t o m a t i c a l l y .
E a r n i n g s w i l l  p r o b a b l y  c o n t i n u e  t o
b e n e f i t  f r o m  a b o v e - a v e r a g e  c u s t o m e r
g r o w t h . L o c a l  u s e  o f  g a s  i n  r e s i d e n c e s  i s
r e l a t i v e l y  l o w ,  a t  5 3 % ,  g i v i n g  N o r t h w e s t
g o o d  p o t e n t i a l  t o  p r o f i t  f r o m  c o n v e r t i n g
h o u s e s  f r o m  o t h e r  f u e l s .  T h e  c o m p a n y  e s -
t i m a t e s  t h a t  t o t a l  p r o s p e c t s  o f  a r o u n d
4 8 0 , 0 0 0  i n c l u d e  a b o u t  3 2 0 , 0 0 0  w i t h  a  g a s
m a i n  e i t h e r  i n  t h e i r  s t r e e t  o r  a  f e w  b l o c k s
a w a y  A n d  N o r t h w e s t  t a r g e t s  i t s  m a r k e t -
i n g  o n  t h e  p r o f i t a b l e  p r o s p e c t s  . _ _  t h o s e
m o r e  l i k e l y  t o  c o n v e r t  a t  m o d e s t  c o s t  t o
t h e  u t i l i t y .  W i t h  O P E C  a p p a r e n t l y  i n  f i r m
c o n t r o l  o f  o i l  p r i c e s ,  i n d u s t r i a l  c u s t o m e r s
w i l l  l i k e l y  c o n t i n u e  t o  u s e  g a s  f o r  f u e l .  F i -
n a l l y , a c q u i s i t i o n s c o u l d h e l p , g i v e n
N W N ' s  r e l a t i v e l y  l o w  d e b t - t o - c a p i t a l  r a t i o .
T h e s e  u n t i m e l y  s h a r e s  h a v e  s o m e  a p -
p e a ]  f o r  c o n s e r v a t i v e  i n v e s t o r s . W h i l e
t h e i r  d i v i d e n d  y i e l d  i s  b e l o w  t h e  i n d u s t r y
a v e r a g e ,  t h e  p a y o u t  r a t i o  i s o n t h e  l o w
s i d e ,  a n d  N o r d ' \ w e s t  h a s  b e t t e r  g r o w t h
p r o s p e c t s  t h a n  m o s t  g a s  u t i l i t i e s .
S i g o u r n e y B . R o m a i n e M a r c h J  Z  2 0 0 6

N o r t h w e s t  N a t u r a l  e n d e d  a  f i n e  2 0 0 5
o n  a  d e c e n t n o t e .  E x c l u d i n g  t h e  c o s t s  o f
s e t t l i n g  a  d i s p u t e  w i t h  s o m e  i n d u s t r i a l
c u s t o m e r s ,  f o u r t h - q u a r t e r  2 0 0 5  e a r n i n g s
p e r  s h a r e  w o u l d  h a v e  r i s e n  a  f e w  p e r c e n t .
T h e  l a r g e r - t h a n - n o r m a l  e a r n i n g s  g a i n  f o r
a l l  o f  2 0 0 5  r e s u l t e d  m o s t l y  f r o m  h i g h e r -
t h a n - a V e r a g e  r a t e  i n c r e a s e s ,  p r o f i t s  f r o m
g a s  c o s t  h e d g i n g ,  a n d  e a r n i n g s  f r o m
s t o r a g e  o p e r a t i o n s .  T h a t  s a i d ,  c u s t o m e r
g r o w t h  a l s o  m a d e  a  m a j o r  c o n t r i b u t i o n  t o
t h e  s t r o n g  2 0 0 5  r e s u l t s  a s  N o r t h w e s t
r a i s e d  i t s  c u s t o m e r  c o u n t  b y  o v e r  3 %  f o r
t h e  1 9 t h  y e a r  i n  a  r o w .
W e l o o k  f o r  a  m o r e  n o r m a l  e a r n i n g s
g a i n  t h i s y e a r .  C u s t o m e r  g r o w t h  w i l l
l i k e l y  c o n t i n u e  a t  a  h e a l t h y  r a t e ,  v e r y  l i k e -
l y  a t  t h e  3 %  p l u s  r e c e n t  r a t e  a s  O r e g o n
g a i n s  p o p u l a t i o n .  W i t h  w e a t h e r  n o r m a l i z a -
t i o n a n d c o n s e r v a t i o n c l a u s e s  i n  i t s
O r e g o n  r e s i d e n t i a l  r a t e s ,  N o r t h w e s t  i s
l a r g e l y  p r o t e c t e d  f r o m ( a n d  c a n  a l s o
b e n e f i t  l i t t l e )  f r o m  c h a n g e s  i n  c o n s u m p t i o n
d u e  t o  w a r m e r -  o r  c o l d e r - t h a n - a v e r a g e
t e m p e r a t u r e s  a n d  c o n s e r v a t i o n ,  s h o u l d
h i g h  g a s  c o s t s  p e r s i s t .  I n d u s t r i a l  g a s  s a l e s
s h o u l d  r i s e ,  a s  g a s  c u r r e n t l y  h a s  a  p r i c e
a d v a n t a g e  r e l a t i v e  t o  o i l .  F i n a l l y ,  o p e r a -

Target Price Range

lm..
lllllll

earnings report due early May .

Company's Financial Strength
Stock's Price Stability
Price Growth Persistence
Earnings Predictability

(A) Diluted earnings per share. Excludes non- mid-May, mid-August, and mid-November
recum'ng gain: '98, $0.15, '00, $0.11. Next I Div'd reinvestment plan available

(C) In millions, adjusted for stock split
(B) Dividends historically paid In mid-February
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2003
58.28

5.88

2.88

2.12

5.10

23.11

36.69

13.4

.75

5.5%

2138.4

103.9

35.3%

4.9%

46.7%

53.3%
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1838.2

8.1%

12.3%
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68.05

5.30

2.26

2.18

4.25

20.95

38.16

18.9

1.00

5.1%

2599.6

85.2

36.4%

3.3%

52.8%

47.2%

1695.8

1947.3

6.6%

10.8%

10.8%

2004
59.90

5.32

2.18

2.16

5.02

23.06

36.69

19.1

1.02

5.2%

2260.2

81.6

31.7%

3.6%

stmav.

49.2%

1767.5

19042

6.0%

9.4%

9.4%

2002
41.81

5.59

2.B0

2.07

5.65

22.74

35.46

13.3

.73

5.5%

1482.5

99.3

34.2%

6.7%

40.7%

59.3%

1358.3

1773.9

8.4%

12.3%

12.3%

2001
64.13

5.84

3.16

2.04

7.52

22.76

35.40

12.3

.63

5.2%

2270.2

111.7

35.4°/.

4.9%

44.4%

55.6%

1449.8

1753.9

9.3%

13.9%

13.9v

2000
40.15

5.58

2.71

2.00

7.02

22.02

35.30

12.1

1 9

5.1%

1417.5

95.1

34.1%

6.8%

35.1%

64.9%

1195.7

1B45.3

9.5%

12.4%

12.4%

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999

35.63

3.74

2.07

1.55

33.69

3.73

2.05

1.71

31.54

3.67

2.06

1.75

36.09

3.85

2.11

1.78

3 6 7 0

3.99

2,13

1.80

29.60

3.5B

1.78

1.80

34.29

4.98

2.96

1,52

36.34

4.92

2.81

1.87

32.28

4 4 4

2.25

1.91

33,65

4.74

2.39

1.95

3.15

16.61

3.10

16.95

3.40

17.72

3.77

1B,02

2.50

18.39

2.75

18.38

2.45

19.49

2.55

2 0 4 3

4.05

21.03

6.45

21,ss

32.70 32.76 34.77 34.85 34.87 34.91 34.96 35,07 35,26 35.49

11.2

.83

7.1%

11.8

.75

7.0%

13.1

.79

6.5%

15.0

.89

5 5 %

13.3

.87

6.3%

14.7

.98

5.9%

10.7

.57

5.7%

12.7

.73

5 2 %

15.2

.84

5.2%

15.5

.BB

5 3 %

75.90

5.40

2.25

2 1 8

75.65

5.40

2.40

2.18

Revenues per  sh A

"Cash Flow" per  sh

Ear nings  per ch B

Div'ds Decl'd per sh c I

78.55

5_85

2.70

z 2 4

4.35

20.65

4.25

20.40

Cap'l Spending per sh

Book Value per sh D

4.30

20.60

39.00 40.00 Common Shs  0ut s t ' g  E 42.00

Bald Hg

Value

eslirr

vies are
Line
ales

Avg Ann' l  PE Rat io

Relat ive PE Rat io

Avg Ann' I  Div'd Y leld

11.0

1.15

4.9%

2960

90.0

3025
950

Revenues (Siam A
Net Profit (sin)

3300
115.0

36.0%

3.0%

36.0%

3.2%

Income Tax Rate

Net  Prost  Margin

35.0%

3.4%

52.6%

47.4%

52.3%

47.7%

Long-Term Debt Ratio

Common Equity Ratio

50.9%

49.1%

1700

1970

1710
2040

Total Capital ($milI)
Net Plant ($mi1l)

1760

2370

7.0%

11.0'/»

11.0%

7.0%

11.5%

11.5%

Recur on Total Cap'I

Re c u r on Shr . Equity

Return on Com Equity

8.0%

13.5%

13.5%

119B_7

103A

1274.4

9B.4

1138.1

79.4

1194.4

84,8

37.5%

8 5 %

36.4%

7.7%

352%

7.0%

35.9%

7.1%

43.5%

55,4%

42.4%

573%

4 1 4 %

5B9%

40,4"/>

59.5%

120B.3

13B1,1

1243.5

1402.2

1258.0

1445.7

12905

15193

103%

15.2%

15.2%

9.5%

13.7%

13.7%

7.8%

10.7%

10.7%

8.0%

11.0%

11.0%

CA PI TA L STRUCTURE as Dr 12/31/05
T otal Debt  $10725 mil l .  Due in 5 Y rs $228.9 mil l .

LT Deb! $895.2 mill. LT interest  $50.8 mill.

(Total interest  coverage;  2.9x)

Pension A ssets-9/05 $480.6 mill.
Oblig. $508.5 mill.

P f d Stock None

Common Stock 38, 347, 808 she.

a s of 1131108
MARKFT  CAP:  $1.4 billion (Mid Cap)

2004 2005 12131105

21 .1
531 . 3

5 5 2 . 4

CURRENT PO SI T I O N
($mILL.)

C a s h A s s e t s
O t he r

Cur r e nt  A s s e t s

4 3 . 5
8 5 5 . 1

8 9 8 . 8

4 8 . 2
1 0 7 9 . 9

1128 . 1

1 4 4 . 7
5 5 . 6

3 3 5 . 8

5 3 6 4

3 0 4 %

4 1 e . 0
1 7 7 . 3
4B9. 2

1 0 8 4 . 5

1 9 0 %

2 3 6 . 2
B. 1

6 5 7 . 4

9 0 1 .7

3 3 2 %

Ac c t s  Pa y a b le
D e b t  D ue
O t he r

CulTent  L iab .

F i x .  Chg ,  Co v.

P a s t
10Yrs.

4 . 5 %
4 . 0 4 ,
2 . 5 %
1 . 5 %
2 . 5 %

AN N U AL R A T E S
of change (per sh)
R e v e n u e s
" C a s h  F l o w "
E a m i n g s
D i v i d e nd s
B o o k  V a l ue

P a s t Est ' d  ' 02- ' 04
Yrs. to '09-'11
9 . 5 % 5 . 5 %
3 . 5 % 0 . 5 %
1 . 0 % 0 . 5 %
2 . 0 % 1 . 0 %
2 . 0 % - 1 . 5%

Fiscal
Year
En d s

QUARTERLY REVENUES (S mill.) A
Dec.31 Mar.31 Jun.30 Sep.30

Full
Fiscal
Year

2003

2o04

2005

2006

2007

9033
9270

10263

1065

1105

5492
6043

7374
\05Z4

1070

2813
3212

3794
3716
380

3981

4014

4558

465

470

2138.4

2260.2

2599.5

2950

3025

Fiscal
Year
Ends

EARNINGS PER SHARE A B

De c . 3 1  M a r . 3 1 J un. 3 0 Sep. 30

Full
Fiscal
Year

2003

2004

2005

2006

2007

. 22

. 15

. 18

. 2 2

. 2 0

1.77

1. 46

1.37

1. 20

1. 30

.04

d.27

d.06

d . 10

d . 05

. 8 7

. 85

. 77

. 9 3

. 9 5

F 2.87

F  2 4 8

2 . 26

2.25

2.40

Cal-
e n d a r

QUARTERLY DMDENDS PAID Cu

M ar . 31 J un. 3 0  S e p . 3 0 Dec . 31

Full
Year

2002

2003

2004

2005

2006

. 52

. 53

. 54

. 545

. 52

. 53

. 54

. 545
1

. 52

. 53

. 54

. 545

.51

. 53

. 54

. 54

5

2.07

2.12

2.16

2.1B

5.9%

61%

4.7%

66%

11%

84%

2.1%

81%

3.4%

73%

5.0%

64%

3.3%

73%

3.4%

73%

2 %

97%

.5%

95%

.5%

94%

1.0%

92%

Retained to Com Et

All Div'ds to Net Prof

2.5%

82%

Amer ic a .  Pur c has ed  gas  c os t s  and  r evenue  t axes  ac c ount ed  f o r

76%  o f  gas  r evenues  in f isca l  ' 05 .  Depr eda t ion r a t e :  5 . 5% .  Es t ' d

plant  age:  11 years.  Has 2,182 employ. ,  19,236 shareholders.  O f f .

a nd  D i r .  o w n 1 . 5 %  o f  c o mmo n ( 1 1 0 6  P r o xy ) .  Chr mn.  a nd  CE O :

Thomas Pat r ick Inc. :  I L.  Address:  130 E.  Randolph Dr . ,  Chicago,  IL

60601.  Tel. :  312-240-4730.  Internet  www.peoplesenergy.com.

BUSINESS:  Peoples Energy Corporat ion dis t r ibutes natural gas via

i t s  ut i l i t y  subs id ia r ies ,  Peop les  G as  L ight  81  Coke  Co .  ( app r ox.

B14,DDO customers at  9/30/05)  and North Shore Gas Co.  (155,000),

in Chic ago  and  no r t heas t e r  I l l i no is .  F is c a l 2004 gas dis t r ibut ion

revenues:  $1.7 bil l ion:  resident ial,  79%,  commercial,  15%'  indust r i-

N,  3 % ,  o t he r ,  3 % .  M a in s up p l ie r  i s  Na t ur a l  G a s  P ip e l ine  Co .  o f

e a s t  T e x a s ,  n o r t h  L o u i s i a n a ,  a n d  M i s s i s -
s i p p i  f o r  a b o u t  $ 1 3 9  m i l l i o n .  T h i s  r e m a i n s
c o n s i s t e n t  w i t h  t h e  c o m p a n y ' s  s t r a t e g y  o f
a c q u i r i n g  p r o p e r t y  w i t h  p r o v e n  r e s e r v e s
a n d  u p s i d e  p o t e n t i a l ,  a s  m a n a g e m e n t  e x -
p e c t s  t h e  c o m p a n y  t o  e n j o y  a n  a b u n d a n c e
o f  l o w - r i s k  d r i l l i n g  o p p o r t u n i t i e s  i n  t h e
c o m i n g  y e a r s .  A l s o ,  t h e  c o m p a n y  a p p e a r s
p o i s e d  t o  e x i t  t h e  p o w e r  g e n e r a t i o n  b u s i -
n e s s ,  a s  P G L  i s  c u r r e n t l y  l o o k i n g  t o  s e l l  i t s
p o w e r  a s s e t s .
P e o p l e s  E n e r g y  f a c e s  a  p e r i o d  o f
t r a n s i t i o n  i n  2 0 0 6 ,  a s  C E O  T h o m a s  M .
P a t r i c k  r e c e n t l y  a n n o u n c e d  h i s  i n t e n t i o n
t o  r e t i r e  w i t h i n  a  y e a r .  T h e  b o a r d  i s  c u r -
r e n t l y  i n  t h e  p r o c e s s  o f  s c r e e n i n g  f o r  s u c -
c e s s o r  c a n d i d a t e s .
D e s p i t e t h e h i g h d i v i d e n d y i e l d ,
s h a r e s  o f  P G L  a r e  n o t  p a r t i c u l a r l y  a t -
t r a c t i v e .  A l t h o u g h  w e  b e l i e v e  m a n a g e -
m e n t  i n t e n d s  t o  m a i n t a i n  t h e  c u r r e n t  d i v e »

e n d ,  a  p a y o u t  r a t i o  o f  9 5 %  r e d u c e s  t h e
c o m p a n y ' s f i n a n c i a l f l e x i b i l i t y , S o m e
m u c h - n e e d e d r a t e r e l i e f i s i n t h e
p r e l i m i n a r y  s t a g e s .  T h e r e ' s  a  c h a n c e  t h i s
m a y  b e c o m e  e f f e c t i v e  e a r l y  i n  f i s c a l  2 0 0 7 .
F o r  n o w ,  t h e  s t o c k  i s  u n t i m e l y .
M i c h a e l F  N a p o l i M a r c h  I Z  2 0 0 6 `

S h a r e  e a r n i n g s  a t  P e o p l e s  E n e r g y
s h o u l d  b e  r e l a t i v e l y  f l a t  i n  2 0 0 6 ,  a s
m a r g i n s  n a r r o w .  P a r t i a l l y  a s  a  r e s u l t  o f
w a r m e r  w e a t h e r  i n  J a n u a r y ,  m a n a g e m e n t
i s  a n t i c i p a t i n g  E P S  a t  t h e  l o w  e n d  o f  i t s
p r o j e c t e d  g u i d a n c e  o f  $ 2 . 2 5 - $ 2 . 4 5 .  F r o m
2 0 0 7  t o  t h e  e n d  o f  t h e  d e c a d e ,  w e  e x p e c t
e a r n i n g s  g r o w t h  t o  r e s u m e ,  a l b e i t  a t  a

m o d e r a t e  p a c e .
O n  M a r c h  B t h ,  t h e  I l l i n o i s  C o m m e r c e
C o m m i s s i o n ( I C C ) a p p r o v e d a n
a m e n d e d  s e t t l e m e n t  w i t h  P e o p l e s  E n -
e r g y .  T h e  a g r e e m e n t ,  b e t w e e n  t h e  c o m p o
m y ' s  s u b s i d i a r i e s  a n d  t h e  I l l i n o i s  a t t o r n e y
g e n e r a l ,  t h e  c i t y  o f  C h i c a g o ,  a n d  t h e
C i t i z e n s  U t i l i t y  B o a r d ,  w a s  r e l a t e d  t o  n a t -
u r a l  g a s  c h a r g e s  f o r  2 0 0 0 - 2 0 0 4 .  A s  p a r t  o f
t h e  s e t t l e m e n t ,  P G L  w i l l  p a y  $ 1 0 0  m i l l i o n
i n  c u s t o m e r  r e f u n d s ,  s p e n d  u p  t o  $ 3 0  m i l -
l i o n  f u n d i n g  c o n s e r v a t i o n  p r o g r a m s ,  a n d
c e a s e  c o l l e c t i o n s  o n  r o u g h l y  $ 2 0 7  m i l l i o n
i n  c u s t o m e r  b a d  d e b t .  T h e  s e t t l e m e n t  w a s
a  t o u g h  p i l l  t o  s w a l l o w ,  b u t  i t  c l e a r s  t h e
w a y  t o  f o c u s  o n  n o r m a l  o p e r a t i o n s .
T h e  c o m p a n y  r e c e n t l y  a c q u i r e d  o i l
a n d  g a s  p r o p e r t i e s  b y  w a y  o f  s u b s i d i -
a r y  P e o p l e s  E n e r g y  P r o d u c t i o n .  T h e
d e a l  i n v o l v e d  t h e  p u r c h a s e  o f  p r o p e r t y  i n

3 9 . 9
3 1 . 3

T a r g e t  P r i c e  R a n g e

2 0 0 9 2 0 1 1

120
100

BD

64

CB

32

24
20
15

12

- 8

P9-11

(C) Dividends historically paid mid-January $47.9 mill. ,  $1.26/sh
(E)  In mil l ions
(F)  Eamings don' l  sum due t o  change in

Company's Financial St rength
S¢ock's Price Stability
Price Growth Persistence
Eamings Predictabilit y

B + +

100(A) Fiscal year ends Sept 30th
(B) Diluted earnings per share Excludes non April, July, October. l Dividend reinvestment
recumng gains(iosses): '05, ($0.21), SQ, '06 plan available
($1,44). Next earnings repdn due late April (D) Includes deferred charges. At 9/30/05 shares outstanding
° zoos. Value Line Publish lr All rights reserved. Facial material is obtained from sources believed In be refrabie and is provided without warranties d my kind
THE PUBLISHER IS NOT RE PDNSIBLE FOR ANY ERRORS OR OMISSIONS HEREIN. Tllis
of it may be unproduced. resold. med 01 lransmiiled in any primed. eleNrurucf a nlher lam. or use

bicalion is stricliy lov subscribers own non-cvmmndal, internal use. No pan
generating or marketing any primed Ur eleclranic publication sen/ice of pmdud
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SOUTH JERSEY INDS. NYSE-SJI 28.17
RECENT
PRICE

PIE
RATIO 16,4lT»TL'2§§3l i, 0.89

DIVD
YLD 3.3%

VALUE
LINE

15.4
11.0

15.4
10,8

15.1
12.3

=1§% ?j i
* : .

17.0
13.8

18.3
14.1

20.3
15.3

26.5
19.1

32.4
24.9

30.2
27.6

High:
Low:

11.8
8.9

12.3
10.14

2
TIMELINESS Luwered 3l10l05

s AF E r Lnwm114la1

TECHNICAL 3 Raised 2I3ID5
BETA .as (1.uo=Marker)

H'gh
La,

Price
3 5
2 5

Ann'l Total
Return

9 %
2 %

2009-11 PROJECTIONS

Gain
(+2 5 7 8 ;
( - 1 0 %

In s id e r  D e c is io n s

to Buy
Options
tnSell

A M  J  J A  s  o N  D
0  0 0 1 1 0  0  1  0
0  0 0 0  0  0 0 0  0
0  2 1 0 1 0  0 o 0

In s t i t u t io n a l  D e c is io n s

2Q21lG5 392005 402905
54 5 5 83
3 5 4 2 4 9

15608 12984 14085

lo Buy
lb Sell
Hld's(0llll

2 for

2010

2-fur-1 split 7/05

L E GE ND S  . .
1:013 x Dmdendgs sh
dwnNgd Intel Rate
Rdalwe ice Strength

Ogiinnsz No . ,
haded area scales lecessran

14. I4*5q3

vIII I'll * l

ml'
'38*88/

.n" _ll'll. . 1lllI"I |  |
I
I lIar

IL t"l"

1111 L-v4*ni'
I.

I

l'l

1 yr.
3 yr.
t y r .

% TOT. RETURN was
THIS VLARITH.

swcx INDEX
5.5 15.2

99.8 108.6
116.2 73.3

.
'1 e f

ll .I
6
4
2

Percent
shares
traded

I I I
l

II I I 42<
l

.- I 1 I I 1 »1I I I
1999

17.60

1.B4

1.01

72

2.19

6,74

22.30

13.3

.75

5.4%

392.5

22.0

423%

5.5%

538%

37,D%

405.9

5333

7.4%

111%

145'/»

,u I

ll
• H I

N 1II I I ll ll
2003 2004 2005 2006 2007 © VALUE UNE PUB., INC.2002

20.69

2.12

1.22

.75

3.47

9.67

24.41

13.5

.74

4.6%

505.1

29.4

41.4%

5.8%

53.5%

46.1%

512.5

556.6

7.6%

12.4%

12.5%

2o00
22.43

1 9 5

1.05

,73

2.21

7.25

23,00

1a,0

.as

5.2%

5153
24]

43.1%

4.8%

54.1%

37.6%

4435

552.2

7.4%

12.1%

143%

2001
35.30

1.90

1.15

,74

2.82

7.81

23.72

13.6

.70

4.7%

837.3

26.8

42.2%

3.2%

57.0%

35.9%

516.2

607.0

6.9%

12.1%

12.8%

1990 1991 1992 1993 1994 1995 1996 1997

14.40

1.34

.87

.10

15.10

1.37

.64

.71

15,67

1.56

.B1

.71

17.03

1.54

.7B

,72

17.45

1 as

.61

.72

16.50

1.65

.83

.72

18.52

1.54

.85

.72

15.18

1.60

.BE

.72

2.11

6.79

2.17

6.77

1.69

6.95

1.87

7.17

1.93

7.23

2.08

7.34

2.01

8.03

2.30

6.43

18.06 1B.4B 19.00 19.61 21.43 21.44 21.51 21.54

13.6

1.01

7.7%

14.5

.93

7.6%

13.2

.80

6.6%

15.8

.93

5.9%

16.1

1.05

7.4%

12.2

.B2

7.2%

13.3

.BE

6.4%

13.8

.BD

B,1%

1998
20.89

1.44

.54

.72

3.06

5.23

21,55

21.2

1.10

5 3 %

4502

13.8

462%

3,1%

573%

33.5%

401.1

504.3

5.3%

B1%

10.3%

2634

2.24

1.37

.78

29.51

2.44

1.58

.82

31.78

2.51

1.11

.BS

32.75

2.95

1.85

.93

33.95

3.00

1.95

.98

Revenues per sh

"Cash Flwl" per sh

Eamings perch A

Div'ds Ded'd per sh B l

38.40

3.50

2.30

1.15

2.36

11.26

2.57
12.41

3.21

13.50

3.60

14.40

3.70

15.05

Cap'l Spending per sh

Book Value per sh c

4.05

17.50

26.46 27.75 28.98 29.00 29.60 Common She 0uts t 'g D 31.00

13.3

.76

4.3%

14.1

.74

3.7%

16.6

.88

3.0%

Bold fig
Vain
destin

WIS are
Una
Ares

Avg Ann'I PIE Ratio

Relative PIE Ratio

Avg Ann'l Div'd Yie\d

14.0

,as

3.6%

698.8

34.6

819.1

43.0

921.0

48.5

950

53.0

1005
60.0

Revenues ($mill)
Net Profit ($mill)

1190

70.0

40.5%

5.0%

40.9%

5.2%

41.5%

5.3%

40.5%
5.6%

40.5%

5,694

Income Tax Rate

Net Prost Margin

40.5%

5.9%

50.8%

49.0%

48.7%

51.0%

44.9%

55.1%

43.0%

57.0%

43.0%

57.0%

Long-Term Debt Ratio

Common Equity Ratio

40.0%

60.0%

608.4

748.3

675.0

799.9

710.3

877.3

T35

940

780
1010

Total Capital ($mill)
NetPlant ($milI)

895

1200

7.3%

11.5%

11.6%

7 8 %

12.4%

12.5%

8.3%

12.4%

12.4%

8.5%

12.5%

12.5%

8.5%

12.5%

115%

Return on Total Cap'l

Return on Shr.Equi ty

Return on Com Equity

9.0%

13.0%

13.0%

355.5

18.5

34B.6

18,4

35.5%

5.2%

36.8%

5.3%

45.1%

532%

545%

35.8%

324.8

423.9

3B7,1

45B.5

7 8 %

195%

105%

6.7%

10.5%

13.3%

CAPITAL STRUCTURE as of 9130/D5
Total Debt $392.9 milL Due in 5 Yrs $5B.5 mill.
LT Debt $319.1 mill. LT Inletest $20.5 mill.

(Total inleresi coverage: 5.0x)

Pension Assets-12/04 $107.5 mill
Oblig. $100.5 mill.

P f d Stock none

Common Stock 28,703,549 common she.

(as of 11lB105)

MARKET CAP: SBDO million (Small Cap)

2oo4 913D1052003

8.7
2B7.B
294 .5

136.7
73 .8

113.4

323 .9

4 4 5 %

5 .3
27B.S
2B3.9

11B.B
97 .6
5B.9

2B5.3

4 2 7 %

CURRENT POSITION
l§mlLLl

C o s  As s e t s
Ot he r
Current  As s e ts

Ac c ts  Pay able
De bt  Due
Ot he r
Current  L iab.

F i x.  Chg.  Cov .

4 .4
281 .4

265 .8

80.3
118 .1

70 .1
268 .5

3 7 8 %

P a s t
10 Yrs.

5 . 5 %
4 . 5 %
B.D%
1.5%
5 . 5 %

ANNUAL RATE S
of change (per sh)
Rev enues
" C a s h Flow"
E a mi ngs
Div idends
Bock Value

P a s t  E s ( ' d '03-'D5
5 Yrs. to '09-'11

7 . 5 % 4 . 5 %
6 . 5 % 5 . 5 %

1 1 . 5 % 7.0%
2 . 5 % 6.0%

1 3 . 0 % 6.0%

Cal-
endar

QUARTERLY REVENUES (S mill.)
Mar.31 Jun.3IJ Sep.30 Dec.31

Full
Year

2003

2004

2005

2005

2007

279.9

307.6

32B.6

3 4 0

3 5 5

106.2 90.1

136.5 129.5

154.0 157.0.0

170 165

1 s t 180

220.6

245.5

281.4

275

290

696.8

819.1

921.0

950

1005

Cal-
endar

EARNINGS PER SHAREA

Mar .31  J un.30  Sep.3 IJ Dec.31
Full
Year

2003

2004

2005

2005

2007

.44

.50

.39

.52

.55

d.07

.D2

.09

.10

.12

.OB

.15

.27

.28

.30

.92

.91

.95

.95

.98

1.37

1.5B

1.71

1.85

1.95

Cal-
endar

QUARTERLY DNIDENDS PAID B
Mar.31 Jun.30 Sep.39 Dec.31

Full
Year

2002

2003

2004

2005

2005

.185 .SB

.395

.415

.438

.188

.193

.202

.213

.188

.193

.202

.213

.94

.78

.82

.86

1.5%

B5%

2.1%

B4°/»

NMF

112%

4.2%

72%

43%

67%

3.5%

76%

4.7%

62%

5.0%

57%

5.3%

52%

6.2%

50%

6.5%

51%

6.5%

51%

Retained to Com Eq

All Div'ds to Net Prof

6.0%

52%

10%, t ranspor lion,  induc ing o f f -sys tem sa les  and gas  market ing,

54%, of f -sys tem, 4%, cogenerat ion & power generat ion,  1%. Has

643 employees .  Of fJdi r .  c t r l.  1 .4% Of  com, shares ,  Dimens iona l

Fund Adv isors ,  7 .4% (3105 proxy).  Chmin.  & CEO: Edward Gra-

ham, lncorp.:  NJ. Address: 1 South Jersey Plaza, Rte. 54, Folsom,

NJ 08037. Telephone: 609~561-9000. Web: wvvw.sjindustries.com.

BUSINESS: South Jersey Industries, Inc. is  a hading company. i ts

s ubs i d i a r y ,  So ut h J e rs e y  Ga s  Co . ,  d i s t r i but e s  na t ura l  ga s  t o

314,000 customers in New Jersey's southern counties, which cover

2,500 square miles and induce Adar t ic  City. Principal suppliers in-

c lude Transcont inenta l Gas  Pipe line and Columbia Gas Pipe line.

Gas revenue mix 'DO: residential,  31%, commercial and industrial,

This can be attributed to the thermal ener-
gy plant expansion currently under way at
the Borgia Hotel Casino & Spa in Atlan-
tic City, along with the Warren County
landfill gas project. Marina Energy will
provide up to 5.5 megawatts of "green"
power to the Borgata under a 20-year con-
tract. Furthermore, SJI fanned South Jer-
sey Energy Solutions (SJES) in a strategic
move to enable its nonregulated subsidi-
aries to more effectively compete in new
and existing markets. This design will al-
low SJES to combine resources from the
company's various energy segments.
This untimely stock has some appeal
for investors interested in dividend
growth. The yield, which stands at 33%,
is below that of die average gas utility cov-
ered in The Value Line Investment Survey:
But, over the 2009-2011 period, we are
forecasting annual dividend increases of
over 5%. These shares have an Above-
Average Safety rank (2) and our highest
rating (100) for Stock Price Stability Fi-
nally, SJI's finances are improving and we
look for a slight reduction in its debt-to-
equity ratio to late decade.
Evan L Blotter March 1 Z 2006

South Jersey reported its seventh
consecutive year of earnings in-
creases in 2005, and we look for these
favorable trends to continue in 2006
and 2007. This past year, the utility add-
ed 8,845 customers, which represented a
near 3% growth rate, with a similar rate
projected for 2006. Also, South Jersey Gas
filed a Conservation and Usage Adjust-
ment proposal with the New Jersey Board
of Pubic Utilities. This would allow SJI to
capture variations related to weather and
customer usage, with results compared to
a benchmark on an annual basis. This is-
sue wil l l ikely be resolved before next
year's winter heating season. Moreover,
South Jersey has targeted average annual
earnings growth of about 6%-7% over the
next few years, which we think is likely.
Increased business from South Jer-
sey's nonregulated segment should
support higher profits. In 2005, earn-
ings from these activities advanced 22%,
to $14 million from the year-ago period. In
particular, the company's Marina Energy
subsidiary posted income of $3.7 million,
well ahead of the $2.6 million from 2004,
and we look for additional gains this year.

15.3
1 0 . 5

Target Price Range
2009 z011

80

60
50
40

3D
25
20

15

10

_ ms

. |

llh~
(9 -11

I

'03, ($0,09), '05 ($0.02). Excl. gain due to late Dec. I Div. reinvest. plan avail, (2% disc.). i Company's Financial Strength
Stock's Price Stability
Price Growth Persistence
Earnings Predictability

B++
100(A) Based on avg. she. Excl. nonrecur. gain: ,

'01, $0.13. Exd gain (losses) from discount, aocfg change: '93, $0.04, '01, $0.14. Next egg. (C) Incl. regulatory assets ($121.5 milL): at
o s.: '95, $1.14, '97, ($0.24), 'CB, ($0.26), '99, report due late April. 12131105, $4.19 per shi,
(8002), '00, ($0.04), '01, ($0.02), '02, ($0.04), (B) Dividends paid early Apr., Jul., Of, and (D) in millions, adjusted far split.
° 2006, Value Line Publishirg, lm; All were reserved. Factual material is obtained loom sources believed in be reliable and is provided without warranties of any kind. 1
THE PUBLISHER IS NOT RE PONSIBLE OR ANY ERRORS OR OMISSIONS HERElN. Dol"l~coIll'l¥l€lclBI, internal USE. No pan
al it may be reproduced. resold. stored or transmitted in any primed, electronic or other farm, service nr product.nr Infgmaaigugnrnl:'eti1glvlylli;:7ll'eler1luli:l:l1ll'Jllnn1.
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SOUTHWEST GASNYSE-SWX
RECENT
PRICE 27.76

PE
RATIO 21.4(I»2i::::§;%;3)§FEL?J{nv%1.16

BND
YLD 3 . 0 %

VALUE
LINE

26.9
17.3

29.5
20.4

23.0
16.9

24.7
18.5

25,3
18.1

23.6
19.3

28,2
21.5

28.1
23.5

29.0
28.0

High :
Low:

18,4
13.6

19.9
14.94

Price
50
35

H'gh
LB,

Ann'l Total
Return
1 7 %

8 %

TIMEUNESS L0wered12l3l]l05

SAFETY 3 Lnwemu1l4ls1

TECHNICAL 3 Lnwered10l21l(l5

BETA .B0 (1.00-Maket)

2009-11 PROJECTIONS

Gain
I-\~80%
+25'/ai

Insider Decisions
A M J J A S O N D
0 1 0 0 0 0 0 1 2
1 1 4 0 5 7 0 0 0
1 3 7 0 5 7 0 0 0
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3 yr.
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% TOT. RETURN2/06
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17.3
55.0
S2.7

VL ARITH.
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15.2

108.5
73,3

I I
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23 4
§. I

s
4
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Percent
shares
traded

v

Institutional Decisions
292005 Janus 492005

69 72 82
45 46 53

228B6 26079 25543

in Buy
lo So!
Hld's(0

• e1 I I I I II i
I l I. I

91 I 111

iuulII I
II

I I I |I °II ll
| . II I

u Il

I I I =ll I II IH Mr
2003

35.96
5.11
1.13
.82

7.03
1B.42
34.23
19.2
1.09

3.8%

1231.0
38.5

30.5%
3.1%

56.0%
my.
1851.6
2175.7
4.2%
6.1%
5.1%

I I I II
2005 2006 20o7 @VALUE LINE PUB. mc.2004

40.14
5.57
1.65
.82

8.23
19.18
36.79
14.3
.75

3.5%

1477.1
58.9

34.8%
4.0%

64.2%
35.8%
1968.6
2336.0

5.0%
8.3%
8.3%

2001 2002
42.98
4.79
1.15
.oz

39.68
5.07
1.16
.Hz

8.50
17.91

8.11
17.27
32.49 33.29

19.9
1.09

3.6%

19.0
.97

3.8%

1396.7
37.2

1320.9
38.6

34.5%
2.7%

32.8%
2.9%

56.2%
39.6%

62.5"/n
34.1%

1417.6
1825.5

1748.3
1979.5

5.1%
s0v.
6.6%

4.3%
5.9%
6.5%

2o00
32.81
4.57
121
,B2

7.04
16.82
31.71

16.0
1.04

4.2%

1034.1
3B.3

25.2%
3.7%

60.2%
35.B%
14898
15B61
4.8%
6.5%
72%

1990 1991 19g2 1993 1994 1995 1996 1997 1998 1999

25.80
3.96
1.B1
1.40

24.99
1.53
d.76
.BB

25.93
3.34
.81
.70

25.68
3.24
.63
.74

28.16
5.09
1.22
.B0

23.03
2.55
.10
.82

24,09
3.00
.25
.82

2673
3.85
.77
.82

30.17
4.48
1.55
,s2

30.24
4.45
1.27
.B2

5.06
17.63

3.76
15.BB

5.02
t5.99

5.43
15.96

8.64
16.38

6.79
14.55

8.19
14.20

6.19
14.09

640
15.67

7,41
16.31

20.04
8.7
.65

8.9%

20.60 20.60 21.00 21.28 2447 2673 27.39 30,41 30.99

16.6
1.01
5.2%

26.5
1.57

4.4%

14.0
.92

4.7%

NMF
NMF
5.4%

NMF
NMF
41% 44%

24,1 13,2
.59

3.8%

21.1
1.20

3.1%7.0%

43.75
5.30
1.24
.82

45.00
5.75
1.55
.82

44.65
6.10
1.75
.82

Revenues per sh A
"Cash Flow" per sh
Earnings perch A B
Div'ds Decl'd persh Cl

46.65
7.00
u p
.sz

6.75
18.60

6.75
19.15

6.55
19.30

Cap'I Spending per sh
Book Value persh

6.45
22.45

39.20 40.00 42.00 Common Shs Dutst'g ° 45.00

20.8
1.11
3.2%

Bold fig
Valu
erin

free a re

L in e

Otes

Avg Ann'l PIE Ratio
Relative PE Ratio
Avg Ann'I Div'd Yield

18.0
1.20

2.0%

1714.3
48.1

1800
can

1875
75.0

Revenues ($miII) A
Net Profs\ (Swim

2100
105

33.5%
2.8%

35.0%
3.7%

35.0%
4.0%

Income Tax Rate
Net Profit Margin

32.0%
5.0%

62.5%
37.5%

62.5%
37.5%

62.0%
38.0%

Long-Term Deb! Ratio
Common Equity Ratio

56.5%
43.5%

1940
2450

2030
2600

2125
2750

Total Capital ($milI)
NetPlant ($milI)

2325
3200

4.5%
6.5%
6.5'y

5.0%
s.0%
8.0%

5.5%
9.5%
9.5%

Recur onTotal Cap'l
Return on Shr. Equity
Recuron Com Equity

5.5%
10.5%
10.5%

544.1
6.5

732.0
20.8

917.3
47.5

936.9
39,3

37.1%
1.0%

292%
2.8%

434%
5.2%

35.5%
42%

602%
34.4%

63.5%
31 .5%

502%
35.3%

50.3%
35.5%

1104.8
127B.5

1224.7
1350.3

1349.3
1459.4

1424.7
15B1.1

2.8%
15%
1.7%

39%
4.7%
5.4%

53%
8.9%

10,0%

4.8%
10%
7.8%

CAPITAL STRUCTURE as of 9/30/05

Total Deb! $13592 milL Due in 5 Yrs $452.5 mill.
LT Debt $12492 mill. LT Interest$BD.0 mill,
(Totalinterestcoverage: 1.9x)

Pension Assets-12/04$318.7 mill
Oblig,$4281 mill,

Pfd StockNone

Common Stock39,124,126 she.
(asof 11l1lD5)

MARKET CAP: s1.1 billion (Mid Cap)

2004 91301052003

16.9
281.1
298.0

97.5
110.0
1B2.7
390.3
183%

13.8
418.4
432.0
185.9
129.8
187.3
483.0
166%

17.2
263.9
281 .1
110.1

58.4
141.9
310.4
1B2%

CURRENT POSITION
(SMILL)

Cash Assets
Other
Current Assets
Accts Payable
Debt Due
Other
Current Liab.
Fix. Chg. Cov.

Past
Yrs.
6.0%
4.5%
1 .5%

Past
10 Yrs.

4.0%
3.0%
4.0%
1 .D%
1.5%

Est'd '02-'04
to '09-'11

3.0%
4.0%
8.5%

Nil
4.0% a0%

ANNUAL RATES
at change (per sh)
Revenues
"Cash Flow"
Eamings
Dividends
Book Value

Cal-
endar

QUARTERLY REVENUES (S mill.)
Mar.31 Jun.30 5ep.30 Dec.31

Full
Year

2003

2004

2005

goos

2007

403.3
473.4
542.9
565
590

255.B
278.7
351.1
385
400

220.2
264.5
313.3
335
350

351.7
460.5
497.0
515
535

1231.0
1477.1
1714.3
1800
1875

Cal-
endar

EARNINGS PER SHARE B
Mar.31 Jun.30 Sep.3lJ Dec.31

Full
Year

2003

2004

2005

2006

2007

1.00
1.23
.87

1.12
1.25

d.51
d.51
d.43
d.45
d.50

d.12
d.24
d.07
d.a7
d.05

.76
1.15
.8B
.95

1.05

1.13
1.66
1.25
1.55
1.75

Cal-
endar

QUARTERLY DNIDENDS PAID Cm
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2002

2003

2004

2005
2006

.205

.205

.205

.205

.205

.205

.205

.205

.205

.205

.205

.205

.205

.205

.205

.205
905

.82

.82

.82

.82

NMF
NMF

NMF
107%

5.0%
50%

2.8%
64%

24%
67%

1.9%
71%

1.9%
70%

1.7%
72%

4.3%
49%

13%
64%

3.5%
55%

5.0%
46%

Retainedto Com Eq
All Div'ds lo Net Prof

6.5%

ass;

sets from Arizona Public Service in 1984. Sold PriMerit Bank (act.
in `86) in was. Has about 2,550 employees, 22,990 shareholders.
Officers & Directors own 2.7% or common (3/05 Proxy). Chairman.:
Thomas Y. Hartley. CEO: Jeffrey W. Shaw. Incorporated: CA Ad-
dress: 5241 Spring Mountain Rd., Las Vegas, NV 89102. Tele
phone: 702-876-7011. Internet: www.swgas.com.

BUSINESS: Southwest Gas Corporation is a regulated gas dis-
tributor sewing approx. 1.G million customers in sections of Arizona,
Nevada, and California `04 margin mix; resit. and small commer-
cial, BE%, large commercial and industrial, 4%, transportation, 13%.
Annual volume: 2.2 billion terms Principal suppliers: El Paso Nal-
ural Gas Co. and Northwest Pipeline Corp. Acquired gas utility as-

be- I\l;everthe1ess, SouthwestCommission

asked for in the rate case.
In the coming years, we expect South-
west to continue to grow its customer
base. In recent years, it has increased this
figure by about 4%-5% per year. While this
ability to grow is impressive, such expan-
sion also entails increased operating and
maintenance costs.
Finances are subpar. Long-term debt
should comprise roughly 62% of total capi-
tal  in 2005. W e expect this f igure tO
decline somewhat in the coming years, as
increases in long-term debt are outpaced
b growth in shareholders' equity.

is likely to
remain more leveraged than we would pre-
fer. Rate relief can, at times, lag customer
growth, too.
Southwest Gas shares are unt imely.
Patient investors may be rewarded, how-
ever, as the stock enjoys above-average to-
tal return potential. With a current divi-
dend yield of 13%, the shares have some ap-
peal to income-oriented accounts. Even so,
such investors should note the fact that
management has not increased the divi-
dend in more than a decade.
Michael F Napoli March I Z 2006

In i ts most recent quarterly report ing
period, Southwest Gas posted an in-
crease in sales of 8%. but EPS fell by
29%. For full-year 2005, revenues in-
creased by 16% and share earnings
decreased by 25%. Margins narrowed as
growth in natural gas costs outpaced reve-
nue gains. Hot, dry weather in the compa-
ny's service territory has reduced gas con-
sumption.
For 2006, we are anticipating moder-
ate revenue growth and an earnings
rebound. Margins should improve, due
partly to rate relief granted by the Arizona
Corporation . (discussed
low). We expect sales and earnings growth
to continue from 2007 to late decade, al-
though most likely at a slower pace.
The Arizona Corporation Commission
(ACC) granted Southwest Gas a rate
increase in February. This follows rate
relief granted in California and Nevada
last year. In order to help Southwest cope
with the rising price of natural gas, the
ACC approved a revenue increase of $49.3
million. The customer's average monthly
gas bill will increase to cover the extra
cost. The company got most of what it

LEGENDS
1.

20.3
1 "

15 x Dividends sh
dvlded bntere Rate

. . Relative Ce SUez-9l1
Ogtuunsz No .

haahd area indkaresrecessuan |
I

Target Price Range
2009 2011

120
100
BO
BE

pa

32

24
20
15

12

-B

-

lllll
llllI

Ill. ~mHiliil 1119
(9-11

(A) Ind. income for PriMerit Bank on the equity 8¢, '97 16¢8 '02 (10¢); '05, (11¢). Incl. asset

disc. ops.: '95, 75¢. Next egg. report due late Div'd reinvest. plan avail.

Company's Financial Strength
Stock's Price Stability
Price Growth Persistence

i Earnings Predictability

, , (C) Dividends historically paid early March,
basis through 1994. writedown: '86, 9¢, '93, 44¢. Excl. loss from June, September, December.
(B) Based on av . shares outstand. thru. '96, l
then diluted. Exe nonna gains (losses): '93, April, (D) In millions.
o 2005, value Line Publishing, Inc. All rigFhls reserved Factual material is obtained loom sources believed ro be reliable and is provided without warranties al any kind.
THE PUBLISHER is NOT RESPONSIBLE OR ANY ERRORS OR DMlSSlDNS HEREIN. noncnmmerdal. internal use. No pan
d it may be reproduced. resold. stored or transmitted in any primed, electronic or other farm, service or product.

l̀his publication is strictly Lu: subsnvibefs own,
Ur used fur genewaling or marketing any palMed of electronic publication.
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WGL HOLDINGS NYSE-WGL
RECENT
PRICE 29.98 Ina 1 (32.3-.'::s 558%0.88 4.5%

DIVD
YLD

VALUE
LINE

30.8
23.1

29.4
21.0

31,5
21.B

30.5
25.3

: .  € 1 v. . .
8 § z ~ : *

29.5
19.3

28.8
23.2

31.4
26.7

34.8
28.8

31.5
29.6

High:
Low:

22.4
16.1

25.0
19.1TIMELINESS 5 LowE¥Ed 9l2fu5

SAFEW 1 Raised 4l2I93

TECHNICAL 4 Lowefed 3l17lD5

BETA .to (1.00=Mar1¢et)

2009-11 PROJECTIONS
Ann'lTotaI

Price Gain Re c u r
Hi  h 3 5 4-15°/ 8 /
L08. 3 0 (  ( R f 5 %

In s id e r  D e c is io n s
A M J J A S O N D
0 0 0 0 0 0 0 0 0
0 1 0 0 1 0 0 0 0
0 1 0 0 1 0 0 0 0

IoBuy
Options
in Sell

In s t i t u t io n a l  D e c is io n s
zozu 5 392005 402005

InBuy 96 97 BB
lo SCI 6 3 65 67
HId's(Ilml 27756 271BE 27959

»Q§*@'8

I I
LEGENDS

1.30 X
divide

2-Im-1 split 5/95

Dividends 5 sh
. b llmeres Rate

. Relative Ice Strength

Ogtionsz Nm
hadedarea imicales recession

ll| |
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ll1111

II I
l  I
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1 yr.
3 yr.
5 yr.

I

% TOT. RETURN 2/06
VL ARITIL

INDEX
15.2

108.6
73.3

THE
STOCK

4.7
40.1
41.7

no
as

*v
- Q? ~';. ' »  ,L lf' I.--.L I.. I I

Percent
shares
traded

6
4
2 l

1 1 I
v I I

I
I.11
III
1I I

ll I
. l l II I | .-

I I II ll I I Il
l

I I
2004 2005 200s z007 °VALUE USE PUB-. WC. I 9-11

42.93

3.87

1.98

1.30

44.94

3.97

2.11

1.32

51.15

: J s

1.85

1.35

has
Ia
1.95
Ia

Rnrnnuas harsh A

'Cash Fluff' per sh

Elmings per sh I

we  De d ' d  p e r  s h  Cs

59.45

4.50

z o o

1.45

2.33

16.95

2 3 2

17.80

4.10

17.15

4.05
fun

Clpl Spending per sh

Book Vacuo par sh °
2.55

21.30

4a.67 ass 41_70 41.70 Common Shs0uts!'g E 4c.1a

14.2

. is

4.6%

14.7

.78

4 2 %

noH Ill
Vain
n M

IIQIUI
Una
IM

Avg Al\n'l PE Ratio

Re la t iv e  p is  M°
Ava Ann'I Div'll Yleld

14.0

.90

4.3%

2089.6

98.0

2186.3

1o4.a

2490

90.0

zoo
95.0

Revenues ($mll) A
recmanwe

2900

120

31.2°/l
4.1%

37.4%

4.a%

310%
ws

38.0%

3.7%

Income Tax Ran

nm Fruit Margin

sl.0%
4.1%

40.9%

57.2%

39.5*

s o ;

39.0%

59.0%

39.0%

59.0%

Long-Tmn Debt Rails
Common Equlty Rain

310%
59.0%

1443.6

1915.6

147M
1969.7

1515

2120

1575
2270

Tow Capital ($mlll)

nm rum Ism lm
mo
2550

8.2%

11.5%

111%

8.5%

11.7%

12.0%

6.0%

10.0%

10.0%

6.0%

10.0%

10.0%

Return on Total Clp'l

Rluum on Shi. Equity

Return on Cum Equity

6.5%

11.0%

11.0%

2003
42.45

4.00

2.30

1 2 8

2.65

16.25

4a.sa

11.1

.63

5.0%

20642

112.3

38.0%

5.4%

43.8%

54.3%

1454.9

1874.9

9.1%

13.7%

14.0%

1990 1991 1992 1993 1994 1995 199s 1 9 9 7 1998 1999 zoom 2001 2002
18.75

2.17

1.25

1.01

11.50

2.04

1.14

1.05

18.37

2.11

1.21

1.07

21,55

2.25

1.31

1.09

21.69

2.43

1.42

1.11

19.30

2.51

1.45

1.12

22.19

2.93

1.85

1.14

24.16

3.02

1.B5

1.17

2a.14

2.79

1.54

1.20

20.92

2.14

1.41

1.22

22.19

3.20

1.79

1.24

29.a0

324

1.BB

1.26

32.63

2.63

1.14

1.27

2.38

10."7

2.05

9.63

2.11

10.65

2.43

11.04

E u
11.51

2.63

11.95

2.B5

12.79

3 2 0

13.48

3.62

1386

3.42

14.72

2.67

15.31

2.sa

16.24

a u
15.78

39.23 39.89 40.e2 41.50 42.19 42.93 43.70 43.70 43.84 46.47 4s.47 4a.54 48.56

11.7 12.8

.BE .82
6.9%i 7.2%

13.6

.oz

6.2%

15.6

.92

5.3%

14.0

.92

5.6%

12.1

.as

6.1%

11.5

.12

5.4°/l

12.1

.73

5.0%

17.2

.as

4.5%

17.3

.99

4.8%

14.6

.95

4.8%

14.1

.75

4.6%

2 1 1

1.25

4.8%

969.8

81.6

1055.8

52.0

1040.6

s o s

972.1

68.8

1031.1

84.6

1446.5

89.9

15B4.B

55.7

37.7%
w s

36.9%

7.a%

35.6%

6.6%

3 6 .0 *

1.1%

36.1%

8 2 %

39.5%

6 2 %

34.9%

3.5%

37.5%

58.4%

41.1%

56.2%

40.3%

57.1%

41.5%

56.1%

43.1%

54.8%

41.1%

56.3%

45.T%

52.4%

941.1

1130.6

1049.0

1211.1

1os4.a

1319.5

1218.5

1402.7

1299.2

1460.3

1400.a

1519.7

1452.5

1606.a

10.1%

13.9%

14.4%

9.3%

13.3%

117%

8.0%

10.5%

11.1%

1.1%

9.7%

9.9%

7.9%

11.4%

11.7%

7.9%

11.0%

11.2%

5 . 3 *

1.0%

7.2%

cAprrAI. STRUCWRE as »11zr.wos
Total Debt $946.2pal. Due In 5 Yrs ssa0.0 mill.
LT Deb( S560.4 mil. LT lnttnst $40.0 mm.
(LT interest named: 5.1x; loll intefesl coverage:
4.9x)
Pension Assets-BMS $691.7 mill.

Oblig. ss91 .2 mil.
Pnhrrod Stock $2s.2 mm. PM Dlv'd s1.s mill.

Common Stock4B.752228 she.
as Mlrslros

IARKET CAP' $1.5 billion (Mid Cap)

zoos 12/311052004

4.B
4 7 6 .2
481 .o

2 0 4 . 9
9 1 . 0

1 1 5 .5
411 .4

4 6 0 %

6 . 6
4 2 6 .3

4 3 2 .9

1 7 9 .0
1 5 6 .3

7 7 . 6
4 1 2 .9

4 4 9 %

25 .8
9 3 6 . 6

962.4

351 .4
385 .8
255 .1
992 .3

4 5 0 %

CURRENT POSITION

Ca Assets
Other
Current Assets

A0005 Payable
o wn  D u e
Other
Current Limb.

F ix. Chg. Cov .

are '03-'05
in 'U-'11

5 5 %
2.5%
2.0%
2.0%
4.0%

p m
5 Yu.
14.5%
6.5%
5.0%
1.5%
3.0%

P is !
10 Yrs

7.5%
5.0%
4.5%
1.5%
4.0%

ANNUAl. RATES
M==\1="s=t o sh)
Revenues
"Cash Flaw"
Eamings
Dividends
Book Value

Fiscal
Yo!
Ends

QUARIERLY REVENUES (5 mil.) A
Dec.31 llar.31 Jun.30 Sep.30

Full
Fiscal
Yur

2 03
2oo4
goos
m s
2007

851.1
862.2
929.8
920

279.9
265.2
264.1
300.7
350940

a1a.2
356.9
349.0
360
390

560.0
5B5.3
523.4
909.3
920

2064.2

2089.6

2186.3

2490

2500

Fiscal
Y o u

Ends

EARNINGS PER SHARE A I
Dec.31 Mlr.31 Jun.30 Sep.30

Full
Fiscal
Year

2003
m y
2005
200s
2007

d.05

d.0B

d.17

d.20

4 2 0

d.35

d.37

d.23

d.31

1135

1.61

1.52

1 .63

1.45

1 .56

1.10

.81

.88

.91

.94

2.30

1.98

2.11

1.85

1.95

Cal-
andar

t.»uAn1enLvnwne»|nspAm<=-
MaL31 Jun.30 s».so Dec.31

Full
Year

2002

2002

2003

2004

zoos

.318

.32

.325

.333

.318

.so

.325

.333

.318

.32

.325

.333

.315

.318

.32

.325

.333

1.27

1.28

1.30

1.32

5.5%

6 2 *

5.1%

63%

2.5'/»
my

1.3%

82%

3.7%

69%

3.8%

67%

NMF

112%

6 2 %

5sv.

4.1%

65%

4.6%

62%

1 5 %

74%

1 0 %

70%

Refilled ha Com Eq

All Div 'ds lb Ne! PM

4.5%

60%

v ices  energy  re la ted produc ts  h the D.C.  metro  area,  W ash.  G

Ene rgy  Sy s  de s i gns l i ns ta ls  o o mml he a r i ng.  v e nt la l i ng.  a nd a t '

co rd.  sys tems .  Amer ican Camlury  lm.  om 9 .3% d common s iodr ,

OHJdr.  Les  Um 1% (1/os  proxy) Chrmn. & CEO. J .H.  DeGraf len-
re idl Inc :  D.C. and VA. Addr. :  1100 H SL, N.W .,  W ashington,  D.C.

2ooa0. Ta.: 202-G24-6410. Internet www.wglhddings.cum.

BUSINESS:  W GL  Hi di ngs .  I nc .  i s  t he  pa ra d W a s hi ngto n Ga s

L ight ,  a  na tura l gas  di s i r i hulo f  h W ashington,  D.C.  Md adjacent

Are s  d VA a nd MD.  lo  r e s i de nl l  a nd e c mm' I  us e rs  ( 1 , 0 2 9 . 4 3 0

mete rs ) .  Hampshi re  Gas  e  federa lly  regula ted sub. ,  opera te  an
unde rgro und ga s -s la la ge  ra dl i r y  i n W V.  No n- re gula t e d s ubs . :

wa s h.  Ga s  Ene rgy  Sa c s .  s e l ls  a nd de lv e rs  na i a d ga s  a nd pm-

14% increase over a year ago.

a thfee ar weather insurance
washington D.C.. and a

heating degree~day derivative contract to

warmer-
than-normal temperatures, which should

fenced in January

WGL Holdings is off to a decent star
in fiscal 2006 (ends September 30th).
The mainstay utility segment, where eam~
inks are largely dependent on the rates It
is able to charge customers. reported eam-
ings of $0.92 a share in the most recent
carter, a

8ontributin to these results was weather
that was 15% colder than normal. Also,
during the quarter, the company pur-
chased
policy covering

cover the winter season in its Virginia
service area. Both of these policies are
designed to fully protect against

help second-quarter results somewhat due
ro the above-avera e temperatures experi-

lsewhere, WCL contin-
ues to add meters at a nice pace, and is on
track to gain an additional 30,500 custom-
ers for the ear. However.
WGL Holclings' nonregulated segment
reported a loss of $0.01 a share or the
December period.

marketing segment. The unit struggled
owing to lower margins on natural gas,
which can be attributed to far er mark-to-
market losses. Moreover, tie heating
ventilation . and air-conditioning segment
posted a loss of $431,000. similar to the
prior year. As a result of the lackluster
performance from WGL's nonregulated ac-
tlvlties, we have lowered our 006 eam-
ings forecast by a nickel, to $1.85, which is
within management's guided range. Mod-
est progress is possible in 2007.
The Prince George's County repair ef-
forts continue to progress. So far,
Washington Gas has completed about 23%
of the main replacements and 21% of the
service work. It will evaluate the effects of
these capital expenditures on its ability to
earn its allowed rate of return, before tak-
ing appropriate action.
This stock may interest income-
oriented investors. The yield is very re-
spectable among WGL's utility competitors
and these shares ca our Highest ratio s
for Safety (1) andngrice Stability (108,
This issue is not well ranked for perform-
ance, though (Fimeliness: 5)-
Evan L Blotter March IZ 2006

This is well below the
$0.07 gain last year, and was primarily
due to poor rest ts from the retail energy

31 .4
20 .9

Target Price Range
2009 2011

B0

60
50
4 0

30
25
20

15

10

_ 7 , 5

-

I Hiii I Hindi!!! liiiiliiiliii!i

(A) FiscaI years end Sept. 30th. Company's Financial Strength
Stock's Price Stability
Price Growth Persistence
Eamings Predictability

100
(C) Dividends historically paid early February, '05: $150.0 million, $3.08lsh.

(B) Based on diluted shares. Excludes non- May, August, and November. l Dividend rein- (E) In millions, adjusted for sled( split.
recurring losses: '01, (13¢), '02, (Mgt). vestment plan available.
Next earnings report due late April, (D) Includes deferred dwarves and inlahgibles.
o zoos. Value Line Publishing. Inn All riFfs reserved. Factual material is obtained from sources believed to be reliable and is provided wilhmn warranties d any kind.
THE PUBLISHER IS NOT RE PONSIBLE OR ANY ERRORS OR OMISSIONS HEREIN 1̀ l1ls publcaliun is strictly Inf subscriber's own, noncommerdd. mlemal use No pan I
ml it may be reproduced, resold, stored nr trammilted in any primed, elearnnk or other lam, or used far generating Ur marketing any printed or electronic puhicaliun, seniice Ur product.
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Zacks.com Quotes and Research

Zacks.com

AMERICAN STS WTR CO

American States is a public utility company engaged principally in thepurchase, production, distribution and sale of
water. The company alsodistributes electricity in some communities. In the customer service areas for both water
and electric, rates and operations are subject to the jurisdiction of the California Public Utilities Commission.

General  informat ion
AMER STATES WTR
630 East Foothill Boulevard
San Dimas, CA91773
Phone: 909 394-3600
Fax: 909 394-0711
Web: www.aswater.com
Email: investorinfo@aswater.com

ir\dus~'try

Fiscal Year End
Last Reported Quarter
Next EPS Date

Sector:

Price and Volume information

Yesterday's Close

52 Week High

Zacks Rank

20 Day Moving Average

Target Price Consensus

52 Week Low

Beta

t>nc»prr Foam THE Xmas

UNTIL-WATER
SPLY
Utilities

December
03/31/06
08/10/2006

112,755

AWR (NYSE)

42 39

36.90

27.98

0.09

46

1
»»¢-¢-=

a,4

[RUN] 30-Dug Closing Prices

Sponsored by:

Ar
5

"S-:>7 0

-4 : a

42 o

4o.o

ah o

41 o

an 0

Page  1 of 2

05-11-06 os-aa-09.

% Price Change

4 Week -5 12

% Price Change Relative to S&P 500

4 Week -3.27

12 Week 6.97 12 Week 6.81

YTD 22.08 YTD 19.04

Dividend Information

16.81 Dividend Yield 2.39%
Annual Dividend

632.06

$0.90
0.65

Share Information
Shares Outstanding
(millions)

Market Capitalization
(millions)

Short Ratio 9.97 0.00

Last Split Date 06/10/2002

Payout Ratio

Change in Payout Ratio

Last Dividend Payout / Amount 02/08/2006 / $0.22

EPS information Consensus Recommendations
Current Quarter EPS Consensus Estimate 0 40 3.00

Current Year EPS Consensus Estimate 1 .50 3.00

8.00 3.00Estimated Long-Term EPS Growth Rate

Next EPS Report Date 08/t 0/2006

Current (1=Strong Buy, 5=Strong Sell)

30 Days Ago

60 Days Ago

90 Days Ago 3.00

http://www.za cks .com/re se a rch/print.php? type =re port&t=AWR
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EPS Growth Sales Growth

24.98 vs. Previous Year

27.05 vs. Previous Quarter

4.16

47.37% vs. Previous Year

-6.67% vs. Previous Quarter:

21 ,73%

4 8 0 %

ROE ROA

8.97 03/31/06

8.47 12/31/05

7.68 09/30/05

2.73

2.59

2.37

Operating Margin

2.37 03/31/06

12.99 12/31/05

2.56 09/30/05

Quick Ratio

0.84 03/31/06

0.89 12/31/05

0.54 09/30/05

0.83 03/31/06

0.87 12/31/05

0.53 09/30/05

9.51

9.33

8.50

Furidamentai  Rat ios

P/E
Current FY Estimate:

Trailing 12 Months:

PEG Ratio

Price Ratios

Price/Book

Price/Cash FlOw

Price l Sales

Current Ratio

03/31/06

12/31/05

09/30/05

Net Margin Pre-Tax Margin Book Value

03/'31/06

12/31i05

09930/05

.. 03/31/06

11.33 12/31/05

- 09/30/05

15.89

15.73

15.66

Inventory Turnover Debt-to-Equity

03/31/05

12/31/05

09/30105

- 03/31/06

55.81 12/31/05

- 09/30/05

,- 03/31/06

11.33 12/31/05

.. 09/30/05

Debt to Captial

1.00 03/31/06

1.02 12/31/05

0.87 09/30/05

50.1 1

50.40

46.53

http://www.za cks .com/re se a rch/print.php? type =re port&t=AWR 6/1/2006
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CALIFORNIA WTR SVC GROUP

California Water Service Company's business, which is carried on through its operating subsidiaries, consists of the
production, purchase, storage, purification, distributionandsale of water for domestic, industrial, public and irrigation
uses, and for fire protection. It also provides water related services under agreements with municipalities and other
private companies. The nonregulated services include full water system operation, and billing and meter reading
semces.

General Information
CAUF W ATER SVC
1720 North First Street
San Jose, CA 95112
Phone: 408 367-8200
Fax: 408437-9185
Web: www.calwatergroup.com
Email: kliohtenberg@calwater.com

industry

Sector:

Fiscal Year End
Last Reported Quarter
Next EPS Date

Price and Volume Information

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

20 Day Moving Average

Target Price Consensus

Beta

ZACKS
PR¢F¥T FRGM THE :mos

UNTIL-WATER
SPLY
Utilities

December
03/31/06

76,805

42.67

45.38

37.53

32 64

0.32

CWT (NYSE)

;=:= [CUT] 30-Dag Closing Prices

Sponsored by:

;
.45

41.

40 I

so o

42 0

av 0

58.0

:ma

P a ge  1  of 2

05-D1-IIB as-sn-os'

% Price Change Relative to S&P 500% Price Change

4 Week -10.35 4 Week -8.59

12 Week -13.88 12 Week 14 01

YTD 1 .62 YTD -4 07

Dividend Information

18.41 Dividend Yield

Annual Dividend

3.08%

$1 .15

0.00892,21

Share Information
Shares Outstanding
(millions)

Market Capitalization
(millions)

Short Ratio 14.88 0.00

Last Split Date 01/26/1998

Payout Ratio

Change in Payout Ratio

Last Dividend Payout / Amount 02/02/2006 / $0.29

EPS Information ConsensusRecommendations
Current Quarter EPS Consensus Estimate 0.58 2.33

Current Year EPS Consensus Estimate 1 .66 2.40

Estimated Long-Term EPS Growth Rate 9.00

Current (1 =Strong Buy, 5=Strong Sell)

30 Days Ago

60 Days Ago 2.40

http:// .zacks .com/resea rch/print.php'? type=report&t=CWT
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90 Days Ago 2.40

EPS Growth Sales Growth

22.68 vs. Previous Year

26.67 vs. Previous Quarter

2.52

33.33% vs. Previous Year

-87.50% vs. Previous Quarter:

8.15%

-16.22%

ROE ROA

2.39 03/31/06

12.36 12/31/05

2.13 09/30/05

9.41

9.41

8.74

03/31/06

12/31/05

09/30/05

2.78

2.80

2.62

Quick Ra tio Operating Margin

0.54 03/31/06

0.68 12/31/05

0.92 09/30/05

0.49

0.63

0.87

03/31106

12/31/05

09/30/05

8.41

8.49

8.05

Pre-Tax Margin Book Value

8.43 03/31/06

8.49 12/31/05

13.43 09/30/05

8.43

8.49

13.43

03/31/06

12/31/05

09/30/05

15.74

15.98

15,99

Debt-to-Equity Debt to Captial

Next EPS Report Date

Fundamental  Rat ios

P /E
Current FY Estimate:

Trailing 12 Months:

PEG Ratio

Price Ratios

Price/Book

Price/Cash Flow

Price / Sales

Current Ratio

03/31/06

12/31/05

09/30/05

Net Margin

03/31/06

12/31105

09/30/05

inventory Turnove r

03/31/06

12/31/05

09/30/05

55.23 03/31/06

56.99 12/31/05

12.55 09/30/05

0.94

1 .90

0.93

03/31/06

12/31/05

09/30/05

48.28

65.53

47.99

http://www.za cks .com/re se a rch/print.php? type =re port&t=CWT 6/1/2006
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SOUTHWEST WTR CO

Southwest Water Company provides a broad rangeof utility and utilitymanagement services and serves people
from coast to coast. Through its various subsidiaries, Southwest operates and manages water and wastewater
treatment facilities along with providing utility submetering and billing and collection services.

General information
SOUTHWEST WATER
One Wilshire Building 624 South Grand Avenue
Suite 2900
Los Angeles, CA 90017-3782
Phone: 213 929-1800
Fax: 213 929-1888
Web: .wuthwesmater.wm
Email: swwc@swwc.com

Sector:

érldustry

Fiscal Year End
Last Reported Quarter
Next EPS Date

Price and Volume information

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

20 Day Moving Average

Target Price Consensus

Beta

ZACKS

December
03/31 /06
08/08/2006

UNTIL-WATER
SPLY
Utilities

SWWC (NASDAQ)

4

12.95

19.03

10.13

0.30

140,018

N/A

3

i

338

man-umm
[Sl»llllCJ 30-Dag Closing Pr ice:

Sponsored by:

15.5

15.5
15.0

1s.a
14.s

13.5
14.a

4

P a ge  1 of 2

'as-ai-as as-az-n6.

% Price Change

4 Week

% Price Change Relative to S&P 500

4 Week

12 Week 12 Week

-11.16
-25.29
-9.51YTD

-12.86

-25.18

-7.20 YTD

22.33

Dividend information

Dividend Yield

Annual Dividend

Share Information
Shares Outstanding
(millions)

Market Capitalization
(millions)

Short Ratio

296.49 Payout Ratio

Change in Payout Ratio

Last Dividend Payout / Amount

1.58%
$0.21
0.56
0.00

03/28/2006 / $0.05
Last Split Date

10.69
12/27/2002

EPS Information
Current Quarter EPS Consensus Estimate 0.13

0.38
5.50

Consensus Recommendations
Current (1=Strong Buy, 5=Strong Sell)
30 Days Ago
60 Days Ago

2.20

2.00

2.00
Current Year EPS Consensus Estimate

Estimated Long-Term EPS Growth Rate

http://www.za cks .com/re se a rch/print.php? type =re port&t=SWWC 6/1/2006
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Next EPS Report Date

Fundamental! Ratios

08/08/2006 90 Days Ago

EPS Growth Sales Growth

Current FY Estimate

Trailing 12 Months

PEG Ratio

34.95 vs. Previous Year

35.35 vs. Previous Quarter

414.99% vs. Previous Year

50.00% vs. Previous Quarter

8.40%

M

2.00 03/31/06

16.36 12/31/05

1 .42 09/30/05

5.97 03/31/06

5.46 12/31/05

4.26 09/30/05

Quick Ratio Operating Margin

1 .27 03/31/06

1 ,18 12/31/05

1 .33 09/30/05

1 .27 03/31/06

1.18 12/31/05

1 .33 09/30/05

Pre-Tax Margin Book Value

6.15 03/31/06

5.59 12/31/Q5

4.13 09/30105

6.15 03/31/06

5.59 12/31/05

4.13 09/30/05

Debt-to-Equity Debt to Captial

Price Ratios

Price/Book

Price/Cash Flow

Price l Sales

Current Ratio

03/31/06

12/31/05

09/30/05

Net Margin

03/31/06

12/31/05

09/30/05

inventory Turnover

03/31/06

12/31/05

09/30/05

03/31/06

24.69 12/31/05

24.61 09/30/05

0.83 03131/06

0.81 12/31/05

0.94 09/30/05

http://www.zacks .com/resea rch/print.php'? type=report&t=SWWC 6/1/2006
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AQUA AMERICA INC

Aqua America is the largest publicly-traded U.s.-based water utility sewing residents in Pennsylvania, Ohio, Illinois,
Texas, New Jersey, Indiana, \/Virginia, Florida, North Carolina, Maine, Missouri, New York, South Carolina and
Kentucky. The company has been committed to the preservation and improvement of the environment throughout its
history, which spans more than 100 years.

General information
AQUA AMER INC
762 w. Lancaster Avenue
Bryn Mawr, PA 19010-3489
Phone: 610 527-8000
Fax: 610 519~0989
Web: www.aquaamerica.com
Email: investorrelations@aquaamerica.com

industry
Sector:

Fiscal Year End
Last Reported Quarter
Next EPS Date

Price and Volume Information

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

20 Day Moving Average

Target Price Consensus

Beta

ZACKS
PROFIT FQIQM me rrrws

December
03/31/06
08/09/2006

UNTIL-WATER SPLY
Utilities

WTR (NYSE)

824,210

23.46
29.59
20.42

0 13

28

; :»-1
4 \
s.:....al [HTR ] 80-Dog CLosi n Prices

Sponsored by:

. 24 0

23.5

22 s

28 s

21 s

22 a

Page  1 of 2

as-91-as us-an-as

% Price Change % Price Change Relative to ss.p s00

4 Week -2.63 4 Week -0.72

12 Week -22.15 12 Week -22.27

YTD -15.82 YTD -17.92

Share Information Dividend Information

129.21 Dividend Yield t.86%

Annual Dividend $0 43
2 959 13 Payout Ratio 0.62

Shares Outstanding
(millions)
Market Capitalization
(millions)
Short Ratio 13.31 0.02

Last Split Date 12/03/2001

Change in Payout Ratio

Last Dividend Payout / Amount 02/13/2008 / $0.11

EPS Information Consensus Recommendations

Current Quarter EPS Consensus Estimate 0 16 Current (1=Strong Buy, 5=Stror»g Sell) 2.25

Current Year EPS Consensus Estimate 0 74 30 Days Ago 2 43

Estimated Long-Term EPS Growth Rate 9 00 2.43

Next EPS Report Date 08/09/2008

60 Days Ago

90 Days Ago 2.43

http1//www.zacks .com/resea rch/print.php'? type=report&t=WTR
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EPS Growth

Fundamental Ratios

PIE
Current FY Estimate:

Trailing 12 Months:

PEG Ratio

31 .19 vs. Previous Year

33.30 vs. Previous Quarter

3.47

Sales Growth
-t3.33% vs. Previous Year

-23.53% vs. Previous Quarter:

3,47%

-4.03%

ROE ROA

3.60 03/31/06

18.88 12/31/05

5.93 09/30/05

11.14 03/31/06

11.67 12/31/05

11.95 09/30/05

3.45

3.66

3.78

Quick Ratio Operating Margin

0.47 03/31/08

0.34 12/31/05

0.39 09/30/05

0.44 03/31 /06

0.31 12/31/05

0.36 09/30/05

17.74

t8.35

18.70

Pre-Tax Margin Book Value

28.93 03/31/06

29.81 12/31/05

30.80 09/30/05

6.38

6.31

6.09

Debt-to-Equity

Price Ratios

Price/Book

Price/Cash Flow

Price l Sales

Current Ratio

03/31/06

12/31/05

09/30/05

Net Margin

03/31/06

12/31/05

09/30/05

Inventory Turnover

03/31/06

12/31/05

09/30/05

6.25 03/31/06

0.00 12/31/05

0.00 09/30/05

28.93 03/31/06

29.81 12/31/05

30.80 09/30/05

Debt to Captial

1.11 03/31/06

1.08 12/31/05

1.10 09/30/05

52.69

52.01

52.32

http://www.zacks .com/re sea rch/print.php'? type=report&t=WTR 6/1/2006
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ALL RES INC

AGL Resources principal business is the distribution of natural gas to customers in central, northwest, northeast and
southeast Georgia and the Chattanooga, Tennessee area through its natural gas distribution subsidiary. AGL's
major service area is the ten county metropolitan Atlanta area.

General information
AGL RESOURCES
Ten Peachtree Place NE
Atlanta, GA 30309
Phone: 404 584-4000
Fax: 404 584-3580
Web: www.aglresources.com
Email:scave@aglresources.oom

Industry
Sector:

Fiscal Year End
Last Reported Quarter
Next EPS Date

Price and Volume information

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

Beta

20 Day Moving Average

Target Price Consensus

ATG (NYSE)

ACKS

December
03/31/06
07/28/2005

UTILE~GAS DISTR
Utilities

3
36.57
39.10
32.58

0.52

400,445
39.93

i
i

[RTG J 8U-Dag CLosin Price: 32

Sponsored by: NG w

'Thy
:>s .e
ss.s
36.4
:ss.2

as.:

as.u
as.a
:xs.s
os.4

s4.a
55:0

. * g

P a ge  1 of 2

N ,

as-a1-as as-an-as

% Price Change

4 Week

12 Week

YTD

1.36
1.24
2.82

% Price Change Relative to S&P 500

4 Week

12 Week

YTD

3.34
1 .09
0.26

77.95

2,789.90

Dividend information
Dividend Yield
Annual Dividend

Payout Ratio

Change in Payout Ratio

Last Dividend Payout / Amount

4.14%

$1 .48
0.54

~0.04
02/15/2006 / $0.37

Share Information
Shares Outstanding
(millions)

Market Capitalization
(millions)

Short Ratio

Last Split Date

5.18

12/04/1995

EPS Information
Current Quarter EPS Consensus Estimate
Current Year EPS Consensus Estimate

Estimated Long-Term EPS Growth Rate
Next EPS Report Date

0.33
2.66
4.50

07/28/2006

Consensus Recommendations
Current (1=Strong Buy, 5=Strong Sell)

30 Days Ago

60 Days Ago
90 Days Ago

1.94

1.94
1.94

1.94

http://vvww.za cks .com /re s e a rch/print.php? type =re port&t=ATG
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EPS Gl'owth Sales Growth

Fundamental Rat ios

PIE

Current FY Estimate:

Trailing 12 Months:

PEG Ratio

13.43 vs. Previous Year

13.02 vs. Previous Quarter

2.98

23.68% vs. Previous Year

65.88% vs. Previous Quarter:

14.80%

5.44%

ROE ROA

1 .76 03/31/06

8.52 12/31/05

0.97 09/30/05

3.66

3.32

3.06

Quick Ratio

1 .00 03/31/06

1 .05 12/31/05

1 .03 09/30/05

14.35 03/31/06

13.19 12/31/05

12.06 09/30/05

Operating Margin

0.70 03/31/06

0.77 12/31/05

0.74 09/30/05

7.51

7.07

7.32

Pre-Tax Margin Book Value

12.01 03/31/06

11 .40 12/31/05

11 .78 09/30/05

20.33

19.30

18.75

Debt-to-Equity

Price Ratios

Price/Book

Price/Cash Flow

Price l Sales

Current Ratio

03/31/06

12/31/05

09/30/05

Net Margin

0:3/31/06

12/31/05

09/30/05

inventory Turnover

03/31/06

12/31/05

09/30/05

3.65 03/31/06

3.96 12/31/05

3.77 09/30/05

12.01 03/31/06

1 1 .40 12/31/05

11 .78 09/30/05

Debt to Captial

0.92 03/31/06

1 .08 12/31/05

1 .11 09/30/05

48.47

52.44

53.16

http1//wwwzacks .com/resea rch/print.php'? type=report8Lt=ATG 6/1/2006
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CASCADE NAT GAS CORP

Cascade Natural Gas Corporation's principal business is the distribution of natural gas.

General  informat ion
CASCADE NAT GAS
222 Fairview Avenue North
Seattle, WA 98109
Phone: 206 624-3900
Fax: 206 624-7215
Web: c n g a w m
Email: investorinfo@cngc.com

Industry
Sector:

Fiscal Year End
Last Reported Quarter
Next EPS Date

Price and Volume informat ion

Yesterday's Close

52 Week High

52 Week Low

Zacks Rank

20 Day Moving Average

Target Price Consensus

Beta

F5'H¢}F'IT FRQM THE i:839$

September
03/31/06
07/24/2006

UTIL-GAS DISTR
Utilities

2
21 .00
22.75
19.00
0.24

65,100
N/A

CGC (NYSE)

[CGC] $8-Das Closing Pl»ic¢s

Sponsored by:

*~»-~.. ..»<¢~ . ..,-.

...~.....~»
h

'21.2U

21.oo

2o.eo

21.10

20.90

2o.4o

20.70

:man
20.50

P a ge  1  off

05-U1-95 as-ax-os'

% Price Change

4 Week

% Price Change Relative to S&P 500

4 Week

12 Week 12 Week

3.70

7.40

3.86YTD

1.71

7.58

6.51 YTD

Dividend Information

11.44 Dividend Yield

Annual Dividend

Share Information
Shares Outstanding
(millions)

Market Capitalization
(millions)

Short Ratio

237.79 Payout Ratio

Change in Payout Ratio

Last Dividend Payout / Amount

4.62%

$0.96

0.91

-0.04

04/26/2006 l $0.24
Last Split Date

8.99

12/21/1993

EPS informat ion

Current Quarter EPS Consensus Estimate -0.09

1 .07Current Year EPS Consensus Estimate

3.00

3.00

3.00

3.00
Estimated Long-Term EPS Growth Rate

Next EPS Report Date 07/24/2006

Consensus Recom m endat ions

Current (1=Strong Buy, 5=Strong Sell)

30 Days Ago

60 Days Ago

90 Days Ago

Fundamental Ratios
PIE EPS Growth Sales Growth

http1//wvvw.zacks.com/research/print.php'?type=report&t=CGC
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Current FY Estimate

Trailing 12 Months

PEG Ratio

19.42 vs. Previous Year

19.60 vs. Previous Quarter

20.00% vs. Previous Year
11 .43% vs. Previous Quarter

38.30%
2.62%

9.85 03/31/06

8.58 12/31/05

7.88 09/30/05

Operating Margin

1 .06 03/31/06

0.93 12/31/05

0.90 09/30/05

Book Value

Price Ratios

Price/Eook

Price/Cash Flow

Price / Sales

Current Ratio

03/31/06

12/31/05

09/30/05

Net Margin

03/31/06

12/31/05

09/30/05

inventory Turnover

03/31/06

12/31/05

09/30/05

1.82 03/31/06

7.12 12/31/05

0.56 09/30/05

Quick Ratio

1.12 03/31/06

0.99 12/31/05

1.00 09/30/05

Pre-Tax Margin

4.67 03/31/06

4.52 12/31/05

4.55 09/30/05

Debt-to-Equity

30.27 03/31/06

26.66 12/31/05

20.55 09/30/05

4.67 03131106

4.52 12/31/05

4.55 09/30/05

Debt to Captial

1.27 03/31/06

1.33 12/31/05

1.47 09/30/05

http://www.zacks .com/resea rch/print.php? type=repoI'L&t=CGC 6/1/2006
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LACLEDE GROUP INC

The Ladede Group, Inc. is a public utility engaged in the retail distribution and transportation of natural gas. The
Company, which is subject to the jurisdiction of the Missouri Public Service Commission, serves the City of St. Louis,
St. Louis County, the City of St. Charles, St. Charles County, the town of Arnold, and parts of Franklin, Jefferson, St.
Francois, Ste. Genevieve, iron, Madison and Butler Counties, all in Missouri.

General information
LACLEDE GRP INC
720 Olive Street
St. Louis, MO 63101
Phone: 314-342-0500
Fax: -
Web: www.thelacledegroup.com
Email: investorservices@ lacledegas.com

Industry
Sector:

Fiscal Year End
Last Reported Quarter
Next EPS Date

Price and Volume Information

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

20 Day Moving Average

Target Price Consensus

Beta

1>aol=rr F8088 THE v ows

September
03/31 /06
07/27/2006

UTIL-GAS DISTR
Utilities

LG (NYSE)

94,065

33.65

28 69
35 02

0 33

36

a¢!».

[LE] 80-Dog Closing Pr ice:

Sponsored by:

f ~ - - .

g=

~a4 s

as s

54 a

32 0

83 o

52.5

Page  1 off

0s-a1~¢s 4s-zu-0s'

% Price Change Relative to S&P 500% Price Change
4 Week 1 .90 4 Week 3.90

12 Week 2.74 12 Week 2.59

YTD 1551 YTD 12.63

Dividend Information

21.28 Dividend Yield 4.21 %

Annual Dividend $1.42

0.61718.05

Share Information
Shares Outstanding
(millions)

Market Capitalization
(millions)

Short Ratio 12.30 -0.22

Last Split Date 03/08/1994

Payout Ratio

Change in Payout Ratio

Last Dividend Payout I Amount 03/08/2006 / $0.35

EPS Information Consensus Recommendations

Current Quarter EPS Consensus Estimate 0.25 2.33

Current Year EPS Consensus Estimate 2.24 2.33

2.33Estimated Long-Term EPS Growth Rate

Next EPS Report Date 07/27/2006

Current (1=Strong Buy, 5=Strong Sell)

30 Days Ago

60 Days Ago

90 Days Ago 2.33

http:// .zacks.com/research/print.php?type=report&t=LG
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EPS Growth Sales Growth
Fundameratai Ratios

PIE

Current FY Estimate:

Trailing 12 Months:

PEG Ratio

15.10 vs. Previous Year

14.48 vs. Previous Quarter

-0.94% vs. Previous Year

-14.63% vs. Previous Quarter:

22.93%

2.84%

ROE ROA

12.78 03/31/06

13.o2 12/31/05

10.69 09/30/05

3.43

3.57

3.00

Operating Margin

1.75 03/31/06

10.69 12/31/05

0.36 09/30/05

Quick Ratio

1.01 03/31/06

1,01 12/31/05

1,16 09/30/05

0.88 03/31/06

0.73 12/31/05

0.66 09/30/05

2.51

2.69

2.51

Price Ratios

Price/Book

Price/Cash Flow

Price I Sales

Current Ratio

03/31/06

12/31/05

09/30/05

Net Margin Pre-Tax Margin Book Value

03/31/06

"32/31/05

09/30/05

3.63. 03/31/06

4.01 12/31105

3.81 09/30/05

3.63 03/31/06

4.01 12/31/05

3.81 09/30/05

19.28

18.47

17.33

Inventory Turnover Debt-to-Equity Debt to Captial

03/31/06

12/31/05

09/30/05

13.19 03/31/06

12,21 12/31/05

10.94 09/30/05

0.83 03/31/06

0.87 12/31/05

0.93 09/30/05

45.30

46.38

48.09

http://www.za cks .com/re se a rch/print.php? type =re port&t=LG 6/1/2006
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Zacks.com Quotes and Research

NORTHWEST NAT GAS CO

NW Natural is principally engaged in the distribution of natural gas.The Oregon Public Utility Commission (OPUC)
has allocated to NW Natural as its exclusive service area a major portion of western Oregon, including the Portland
metropolitan area, most of the fertile Willamette Valley and the coastal area from Astoria to Coos Bay. NW Natural
also holds certificates from the Washington Utilities and Transportation Commission (WUTC) granting it exclusive
rights to serve portions of three Washington counties bordering the Columbia River.

General information
NORTHWEST NAT G
220 N.W. Second Avenue
Portland, OR 97209
Phone: 503 226-4211
Fax: 503 273-4824
Web: www.nwnatural.com
Email: investorinformation@nwnatural.com

Industry
Sector:

Fiscal Year End
Last Reported Quarter
Next EPS Date

Price and Volume informat ion

Yesterday's Close

52 Week High

Zacks Rank

52 Week Low

20 Day Moving Average

Target Price Consensus

Beta

nno1=¥*r FR Asa THE vzzos

December
03/31 /06
08/09/2006

UTIL-GAS DISTR
Utilities

138,785

39 50
34.88

33.27

NWN (NYSE)

0 10

39

.,-w
[NON] QI-D99 Closing Prices

Sponsored by:

88

J

=

~sa.n

ss.s

55 o

34 s

84 n

so s

P a ge  1  o f 2

05-Ili-95 15-81-05

% Price Change % Price Change Relative to S&P 500

4 Week -0 43 4 Week 1.51

12 Week 3 01 12 Week 2 85

YTD 1 .20 YTD -1 .32

Dividend information

27 59 Dividend yield 3.99%

Annual Dividend $1.38

954,27 0.64

Share Information
Shares Outstanding
(millions)
Market Capitalization
(millions)
Short Ratio 9.12 0 00

Last Split Date 09/09/1996

Payout Ratio

Change in Payout Ratio

Last Dividend Payout / Amount 04/26/2006 / $0.34

EPS Information Consensus Recommendations

Current Quarter EPS Consensus Estimate 0.04 Current (1 =Strong Buy, 5=Strong Sell) 2 57

Current Year EPS Consensus Estimate 2.25 2.57

Estimated Long-Term EPS Growth Rate 5.30

30 Days Ago

60 Days Ago 2 57

http://www,zacks.com/research/print.php'?type=report&t=NWN
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08/09/2006 90 Days Ago 2.38

EPS Growth Sales Growth

15.39 vs. Previous Year

16.16 vs. Previous Quarter

2.90

3.50% vs. Previous Year

59.14% vs. Previous Quarter:

-59.37%

20.16%

ROE ROA

10.00 03/31/06

9.89 12131/05

10.17 09/30/05

3.08

3.06

3.25

OperatingMargin

1.54 03/31/06

7.96 12/31/05

2.23 09/30/05

Quick Ratio

1.02 03/31/06

0,99 12/31/05

0.94 09/30/05

0.84 03/31106

0.73 12/31/05

0.49 09/30/05

13.83

9.50

7.70

Pre-Tax Margin Book Value

21 .63 03/31/06

9.98 12/31/05

11 .86 09/30/05

21 .63 03/31/06

9.98 12/31/05

11 .86 09/30/05

22.43

21 .30

20.69

Debt-to-Equity Debt to Captial

Next EPS Report Date

Fundamental Ratios

PIE

Current FY Estimate:

Trailing 12 Months:

PEG Ratio

Price Ratios

Price/Book

Price/Cash Flow

Price l Sales

Current Ratio

03/31/06

12/31/05

09/30/05

Net Margin

03/31/06

12/31/05

09/30/05

inventory Turnover

03/31/06

12/31/05

09/30/05

9.69 03/31/06

8,93 12/31/05

8.13 09/30/05

0.81 03/31/06

0.89 12/31105

0.91 09/30/05

44.76

47.05

47.76

http1//www.zacks .com/resea rch/print.php'? type=report&t=NWN 6/1/2006
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PEOPLES ENERGY CORP

People's Energy Corporation is solely a holding company and does not engage directly in any business of its own,
Income is derived principally from the company's utility subsidiaries, The Peoples Gas Light and Coke Company and
North Shore Gas Company. The company also derives income from its other subsidiaries, Peoples District Energy
Corporation, Peoples Energy Services Corporation, Peoples Energy Resources Corp., Peoples NGV Corp., and
Peoples Energy Ventures Corporation.

General information
PEOPL ENERGY CP
130 East Randolph Drive
24th Floor
Chicago, IL 60601-6207
Phone: 312 240-4000
Fax: 312 240-7534
Web; www.peoplesenergy.com
Email: pecstock@pecorp.com

Industry
Sector:

Fiscal Year End
Last Reported Quarter
Next EPS Date

Price and Volume information

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

20 Day Moving Average

Target Price Consensus

Beta

r=~nc>Frr FROM THE P805

UTIL-GAS DISTR
Utilities

September
03/31 /06
07/28/2006

353,910

PGL

45.42

37 52

35.04

0 33

38

(NYSE)

5
19",,.~99g4 .www

EPGLJ 80-Dog Closing Pr ice:

Sponsored by:

0s-91-ne`

*So

.56

55 s

av 5

av a

35

Page  1 of 2

os-411-as

% Price Change % Price Change Relative to S&P 500

4 Week 1 .40 4 Week 3.38

12 Week 1 68 12 Week 1 .53

YTD 5 25 YTD 2.63

Share Information Dividend Information

38.35 Dividend Yield 5.91%

Annual Dividend $2.18

0.901,415.43

Shares Outstanding
(millions)
Market Capitalization
(millions)

Short Ratio 17.94 0 12

Last Split Date N/A

Payout Ratio

Change in Payout Ratio

Last Dividend Payout/ Amount 03/20/2006 I $0.55

E?S Information Consensus Recommendations

Current Quarter EPS Consensus Estimate 0 06 3.00

Current Year EPS Consensus Estimate 1 76 3 00

Estimated Long-Term EPS Growth Rate 4.00

Current (1=Strong Buy, 5=Strong Sell)

30 Days Ago

60 Days Ago 3 00

http://www.zacks.com/research/print.php?type=report&t=PGL
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07/28/2006 90 Days Ago 3.50

EPS Growth Sales Growth

20.97 vs. Previous Year

15.25 vs. Previous Quarter

5.24

-18.25% vs. Previous Year

20.43% vs. Previous Quarter:

14.91%

12.13%

ROE ROA

12.14 03/31/06

12.17 12/31/05

11 .11 09/30/05

2.88

2.96

2.86

Operating Margin

2.44 03/31/06

6.62 12/31/05

0.46 09/30/05

Quick Ratio

0.92 03/31/06

1.26 12/31/05

1.00 09/30/05

0.86 03/31/06

1 .03 12/31/05

0.72 09/30/05

3.03

3.51

3.68

Next EPS Report Date

Fundamental Ratios

PlE

Current FY Estimate:

Trailing 12 Months:

PEG Ratio

Price Ratios

Price/Book

Price/Cash Flow

Price / Sales

Current Ratio

03/31/06

12/31/05

09/30/05

Net Margin Pre-Tax Margin Book Value

03_I31i06

12i31/05

09/30/05

-0.55 03/31/06

1.77 12/31/05

4.72 09/30/05

-0.55 03/31/06

1 .77 12/31/05

4.72 09/30/05

15.13
20.96
20.98

inventory Turnover Debt-to-Equity Debt to Captial

03/31/06

12/31/05

09/30/05

11 .74 03/31/05

12.12 12/31/05

10.88 09/30/05

0.87 03/31/06

1.12 12/31/05

1 .12 09/30/05

46.38

52,74

52,81

http://www.zacks.com/research/print.php?type=repo118ct=PGL 6/1/2006
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SOUTH JERSEY INDS INC SJI (NYSE) Sponsored by

SouthJersey EndsInc. is engaged in the business ofoperating,through subsidiaries,various business enterprises
The company's most significant subsidiary is South Jersey Gas Company (SJG). SJG is a public utility company
engaged in the purchase,transmission andsaleof natural gas for residential,commercialand industrial use. SJG
also makes off-system sales of natural gas on a wholesale basis to various customers on the interstate pipeline
systemand transoM natural gas

General Information
SOUTH JERSEY IN
1 South Jersey Plaza
Folsom. NJ 08037
Phone: 609 561-9000
Fax: 609-704-1608
Web: www.sjindustries.oom
Email: investorrelations@sjindustries.com

Industry
Sector

UTIL-GAS DISTR
Utilities

Fiscal Year End
Last Reported Quarter
Next EPS Date

December
03/31/06
08/10/2006

Price and Volume information

[SJ I J 8 I-Dag Chein Pr ice:
Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

20 Day Moving Average

Target Price Consensus

127.355

31

% Price Change

4 Week

12 Week

2.67

3.40

8.31

Share Information
Shares Outstanding
(millions)

Market Capitalization
(millions)

Short Ratio

Last Split Date

05-01-05 as-at-in

% Price Change Relative to S&P 500

4 Week

12 Week

YTD

Dividend information

Dividend Yield

Annual Dividend

792.14 Payout Ratio

Change in Payout Ratio

03/04/1 993 Last Dividend Payout / Amount 03/08/2006 I $0.22

EPS Information

Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long-Term EPS Growth Rate

Consensus Recommendations

0.28 Current (1=Strong Buy, 5=Strong Sell)

1.85 30 Days Ago

5.70 60 Days Ago

http://www.zacks.com/research/print.php?type=report&t=SJI
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08/10/2008 90 Days Ago 2.67

EPS Growth Sales Growth

14.80 vs. Previous Year

16.15 vs. Previous Quarter

2.61

-3.12% vs. Previous Year

132.50% vs. Previous Quarter:

11.08%

29.70%

ROE ROA
3.65

3.78

4.14

1.89 03/31/06

10.39 12/31/05

0.83 09/30/05

Quick Ratio

0.94 03/31/06

0,89 12/31/05

0.91 09/30/05

12.61 03/31/06

13.00 12/31/05

14.16 09/30/05

Operating Margin

0.73 03/31/06

0.59 12/31/05

0.52 09/30/05

5.09

5.28

5.79

Pre-Tax Margin Book Value

8.45 03/31/06

8.84 12/31/05

981 09/30/05

8.45 03/31/06

8.84 12/31/05

9.81 09/30/05

14.46

13.63

"i3.03

Debt-to-Equity Debt to Captial

Next EPS Report Date

Fursdamentai Ratios

PlE
Current FY Estimate:

Trailing 12 Months:

PEG Ratio

Price Ratios

Price/Book

PricelCash Flow

Price / Sales

Current Ratio

03/31/06

12/31/05

09/30/05

Net Margin

03/31/06

12/31/05

09/30/05

inventory Turnover

03/31/06

12/31/05

09/30/05

7.60 03/31/06

8,25 12/31/05

8.66 09/30/05

0.80 03/31/06

0.82 12/31/05

0.87 09/30/05

44.46

44.95

46.45

http1// .zacks .com/resea rch/print.php? type=report&t=SH 6/1/2006
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SOUTHWEST GAS CORP

SOUTHWEST GAS CORP. is principally engaged in the business of purchasing,transporting, and distributing natural
gas in portions of Arizona, Nevada,and California. The Company also engaged in financial services activities,through
PriMerit Bank, Federal Savings Bank (PriMerit or the Bank), a wholly owned subsidiary.

Genera! information
SOUTHWEST GAS
5241 Spring Mountain Road
p.o. Box 98510
Las Vegas, NV 89193-8510
Phone: 702 876-7237
Fax: 702 873-3820
Web: www.swgas.com
Email: None

industry
Sector:

Fiscal Year End
Last Reported Quarter
Next EPS Date

Price and Volume Information

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

20 Day Moving Average

Target Price Consensus

Beta

ZACKS
PRGFYT 58688 THE vans

December
03/31 /06
08/08/2006

UTIL-GAS DISTR
Utilities

0.27

178,875

31 .5

SWX (NYSE)

3

29.11

29.19

24.97

i 3 [SUM] 30-Dug Closing Price

Sponsored by:

-m

I

.29.4
29.2
29.0
2a.o

2a.2
2804
26:6

- 9 4

P a ge  1 of 2

as-a1-as as-aa-as

% Price Change

4 Week 2.14

% Price Change Relative to S&P 500

4 Week 4.14

12 Week 1 .35 12 Week 1 .20

YTD 8.26 YTD 5.56

39.56

Dividend Information

Dividend Yield

Annual Dividend

2.87%
$0.82

0.541,130.54

Share Information
Shares Outstanding
(millions)

Market Capitalization
(millions)

Short Ratio 8.90

Payout Ratio

Change in Payout Ratio

Last Dividend Payout / Amount

-0.09

02/13/2006 / $0.20
Last Split Date N/A

Consensus RecommendationsEPS information
Current Quarter EPS Consensus Estimate 0.05 2.67

Current Year EPS Consensus Estimate 3.001 .93
6.00 3.00Estimated Long-Term EPS Growth Rate

Next EPS Report Date 08/08/2006

Current (1=Strong Buy, 5=-Strong Sell)
30 Days Ago
60 Days Ago
90 Days Ago 3.00

http://www.zacks.com/research/print.php'?type=report8Lt=S 6/1/2006



Zacks .corn Page  2 of 2

EPS Growth Sales Growth

Fundamental  Rat ios

PIE

Current FY Estimate:

Trailing 12 Months:

PEG Ratio

14.81 vs. Previous Year

18.68 vs. Previous Quarter

2.47

26.14% vs. Previous Year

20.65% vs. Previous Quarter:

24.69%

36.21%

ROE ROA

8.04 03/31/06

6.68 12/31/05

7.31 09/30/05

2.02

1.69

1.87

Operating Margin

1 .42 03/31/06

5.42 12/31/05

0.61 09/30/05

Quick Ratio

0.97 03/31/06

0.87 12/31/05

0.76 09/30/05

0.97 03/31/06

0.87 12/31/05

0.76 09/30/05

3.32

2.92

3.22

Pre-Tax Margin Book Value

4.59 03/31/05

3.99 12/31/05

5.05 09/30/05

4.59 03/31/06

3.99 12/31/05

5.05 09/30/05

20.19

19.20

19.61

Debt~to-Equity Debt to Captial

Price Ratios

Price/Book

Price/Cash Flow

Price l Sales

Current Ratio

03/31/06

12/31/05

09/30/05

Net Margin

03/31/06

12/31/05

09/30/05

Inventory Turnover

03/31/06

12/31/05

09/30/05

03/31/06

12/31/05

09/30/05

1 .66 03/31/06

t .76 12/31/05

1 .66 09/30/05

62.47

63,82

62.44

http://www.zacks .com/re sea rch/print.php? type=repo1t&t=SWX 6/1/2006
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WGL HLDGS INC WGL (nosE) Sponsored by

WASHINGTON GAS LIGHT CO is a public utility that delivers and sells natural gas to metropolitan Washington
D.C.and adjoining areas in Maryland and Vrginia. A distribution subsidiary serves portions of Virginia and West
Virginia. TheCompany has four wholly-ownedactive subsidiaries Ulatinclude:ShenandoahGas Company
(Shenandoah) is engaged in the deliveryand saleof naturalgas at retail in the ShenandoahValley, including
Vlhnchester,Middletown,Strasburg, Stephen City andNew Market, Virginia, and Martinsburg, West Virginia

General Information
WGL HLDGS INC
101 Constitution Ave, N.W
Washington, DC 20080
Phone: 703 750-2000

Web: www.wglholdings.com
Email: apennix@washgas.com

Industry
Sector

UTIL-GAS DISTR
Utilities

Fiscal Year End
Last Reported Quarter
Next EPS Date

September
03/31/06
08/07/2006

Price and Volume Information

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

20 Day Moving Average

Target Price Consensus

256,490

% Price Change
4 Week
12 Week

2.32

4.72

4.59

Share Information
4.71%Shares Outstanding

(millions)
Market Capitalization
(millions)
Short Ratio
Last Split Date

05-D1-05 05-31-Ili

% Price Change Relative to S&P 500

4 Week

12 Week

YTD

Dividend Information

Dividend Yield

Annual Dividend

1 ,397.03 Payout Ratio

Change in Payout Ratio

05/02/1995 Last Dividend Payout I Amount 04/06/2006 I $0.34

Consensus RecommendationsEPS Information
Current Quarter EPS Consensus Estimate
Current Year EPS Consensus Estimate
Estimated Long-Term EPS Growth Rate

0.08 Current (1=Strong Buy, 5=Strong Sell)

1.80 30 Days Ago

4.00 60 Days Ago

http://www.zacks.com/research/print.php?type=report&t=WGL 6/1/2006
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Next EPS Report Date

Fundamental  Rat ios

08/07/2006 90 Days Ago

EPS Gl"0W"[h Sales Growth

15.90 vs. Previous Year

17.36 vs. Previous Quarter

24.18% vs. Previous Year

27.47% vs. Previous Quarter 57.51%

1 .45 03/31/06

7.26 12/31/05

1 .11 09/30/05

8.72 03/31/05

10.73 12/31/05

10.71 09/30/05

Quick Ratio Operating Margin

1 .15 03/31/06

0.97 12/31/05

1 .08 09/30/05

0.88 03/31/06

0.66 12/31/05

0.42 09/30/05

Pre-Tax Margin Book Value

8.19 03/31/06

11.03 12/31/05

7.61 09/30/05

8.19 03/31/06

11.03 12/31/05

7.61 09/30/05

Debt-to-Equity Debt to Captial

Current FY Estimate

Trailing 12 Months

PEG Ratio

Price Ratios

Price/Book

Price/Cash Flow

Price/ Sales

Current Ratio

03/31/06

12/31/05

09/30/05

Net Margin

03/31/06

12/31/05

09/'30/05

Inventory Turnover

03/31/06

12/31/05

09/30/05

3.63 03/31/05

5.20 12/31/05

5.00 09/30/05

0.60 03/31/06

0.61 12/31/05

0.65 09/30/05

http://www.zacks .com/re sea rch/print.php? type=repor1&t=WGL 6/1/2006
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Treasury Security Yield Curve
5. 507'

4.507

3.50%

10
2.50%

3 6
Mos.

1 z 3 5
Years

30

MAY 1 9 2006 VALUE LINE S ELECTION & OP INION P A G E 1 1 27

S e lected Yie lds

Recent
(5/11/06)

3 Months
Ago

(2/09/06)

Year
Age

(5/1 Z/05)

Recent
(5/11/06)

3 Months
Ago

(2/09/06)

Year
Ago

(5/12/05)

TAXABLE
Market Rates
Discount Rate
Federal Funds
Prime Rate
30-day CP (AL /PI )
3-month LIBOR

6.00
5.00
8.00
4.99
5.17

5.50
4.50
7.50
4.50
4.74

4.00
3.00
6.00
3.02
3.27

5.03
5.18
6.17
4.81

5.34
5.88
5.77
4.47

4.93
5,08
4.88
3.48

Bank CDs 6.08
6_3-}
6.33
6.57

5.43
5.71
5.69
5.05

4.90
5.42
5.32
5.69

3.06
3.87
4.03

2.87
3.44
3.97

2.22
2.74
3.81

4.46
4,07
1.97
4.73

4.21
3.48
1.57
4.16

4,10
3.33
1.29
4.41

6-morath
1-year
5-year
U.S. Treasury Securities

3-month
6-month
1-year
5-year
10-year
10-year (inflation-protected)

30-year
30-year Zero

4.81
4.98
5.02
5.03
5.15
2.39
5.23
4.97

4.51
4.65
4.66
4.54
4.54
2.04
4.65
4.56

2.87
3.16
3.35
3.87
4.17
1.50
4.52
4.46

Mortgage-Backed Securities
GNMA 6.5%
FHLMC 6.5% (Gold)
FNMA 6.5%
FNMA ARM
Corporate Bonds
Financial (10-year) A
Industrial (25l30-year) A
Utility (25/30-year) A
Utility (25/30-year) Baa/BBB
Foreign Bonds (10-Year)
Canada
Germany
lapin
United Kingdom
Preferred Stocks
Utility A
Financial A
Financial Adjustable A

7.25
6.33
N/A

7.03
5.22
NIA

6.95
5.95
5.51

TAX-EXEMPT
Bond Buyer Indexes
20-Bond Index (GOs) 4.63
25-Bond Index (Revs) 5.25
General Obligation Bonds (GOs)

4.42
5.14

4.35
4.87

1-year Aaa
1-year A
5-year Ala
5-year A
10-year Aaa
10-year A

3.60
3.72
3.68
3.97
4.15
4.51
4.57
4.84

3.25
3.37
3.48
3.76
3.84
4.16
4.37
4.64

2.70
2.87
3.05
3.33
3.58
3.91
4.38
4.62

25/30-year Ala
25/30-year A
Reivaiue Bonds (Revs) (25/30-Year)
Education AA 4.60
Electric AA 4.62
Housing AA 4.75
Hospital AA 4.95
Toll Road Ala 4.80

4.37
4.47
4_64
4.89
4.58

4.42
4.52
4.75
4.58
4.62

Fe de ra l Re s e rve  Da ta

Excess Reserves
Borrowed Reserves
Net Free/Borrowed Reserves

BANK RESERVES
(Two-Week Period; in Millions, Not 5easonall_y Adjusted)

Recent Levels
4/2G/DG

1461
103

1358

5/10/05
2153
156

1997

Change
692

53
639

Average Levels Over the Last...
12 Wks. 26Wks. 52 Wks.
1678 1694 1730
160 147 221

1518 1546 1509

MI (Currer\cy+demand deposits)
MY (Mt +savings+small time deposits)

MONEY SUPPLY
(One-Week Period; in Billions, Seasonally Acyusted)

Recent Levels
4/24/06
1403 .3
SB10.4

5/1/05
1388.3
6794.8

Change
-15.0
-15.6

Growth Rates Over the Last...
3 Mos. 6 Mos. 12 Mos.
-5.7% 2.0% 1.9%
3.7% 5.0% 4.7%

°2006. Value Line Puhlshing. Inc. Al rills izsuved. Faduai maielid is WMM Iium sculres befeied In be lelahle :ld is provided wlhnui wanunties d :Ry kind. THE PUBLISHER
IS NOT RESPONSIBII FUR ANY ERRORS OR DMISSIDNS HEREIN. Tlis publicaliuh is sniwyfm sllllsrJllu's WHO Mn-¢:umrnsdIL Ivan!! use. No man M I may be lqimuunen.
resuid. stored or transmitted in any plinked. electronic or cher form. of useil lot gendering nr marketing any primed or decmmic puhlicatiun. service of product.
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Composika Simms: Water~Utiiily industry
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The Need For Consolidation ..
Long-terzn ends in the Water Utility Industry indy

Cate that ilnfrastlructure costs will steadily rise. Many at'
the facilities and pipes that now purify and transport
drinking water were built about 100 yeats ago. Ongoing
upgrading and replacement are necessary for these old
systems to remain in compliance with rules laid out by
tile Environmental Protection Agency (EPA). The cost of
fixing and upgrading these systems is significantly
higher than in the past (even adjusting for inflation)
because mozeelxlpensive materials need to be used for
modem construction. Moreover. transportation costs are
much higher and should continue to rise, as nearby
sources of water are depleted and £aMer~away bodies of
water must be used. Water is quite dii'§cult and expen-
sive to move because it is heavy and cannot be com-..
pressed. Also adding to industry costs is the ongoing
issuance of guidelines from the EPA that typically
quire water utilities

about 3140 billion will be needed over the next 20 years
to fund necessary water-system infrastructure improve-
menis. .

l1n8ru cMnre costs 'm the Water Utility Indus-
try will continue to rise over the long term. Larger
companies will acquire smaller ones in an effort to
achieve economies.of scale.

Foreign complaunies had been buying a number
of U.S. water utilities, but that trend appears to be
waning. .

Water utility stocks are ranked to under-pedorm
the market over the coming 12 mexzths; however,
conservative investors can f ind attractive risk-
adjusted choices here.

Small and mid-sized water companies usually wel.-
come large-scale suitors. Smaller utilities generally lack
.the funds needed for long-term structural improve-
ments, and might risk being Qut of compliance with kcal
and federal laws at some point down the road. In an
effect to prevent ixxipleasznt scenario from happen-
ing, many of these smaller companies 'welcome larger
utilities that have the capital resources to remain in
compliance with the law. The larger company gains
greater geographic diversitykomite acquisitions. which
helps lessen its susceptibility; Bo weather .iluctdations
that might cause volatility in Acquirers ds
benefit from economies .of scale in which cats are

November 3, ZGGG
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Acquisition Update
Foreign companies have purchased a large number of

domestic water utilities over the past year. These global
water' companies are attracted to this countxjfs rela-
tively safe political clinrnate and in trend towards the

. privatization otimunidpal water 'and wastewater sys-
tems. Currently, .there is concern among investors that
the large gbremivrmfz paid for U.S. takeover targets,
which approached three times book value, will become
more infrequent. British utilities are hug regulatory
di5culties at home that stand to weaken t air designs
on the U.S. market. Consequently there appear to be
fewer bidders in the market. '

g

generally reduced. 'Duo, time rlegularorylntensive nature
of the Water Utility Industry means. that some spet:i5c
local gweMozen :night be more uncooperative with the
utilities than other comparable load] officials. A larger
territory lessens the impact of a particularly onerous
regulatory atmosphere.

SDWA Regulations .
The Safe Drinking' Water Act (SDWA) of 1974

(amended in 1996) authorize the EPA to work 'with
state and local governments to test for live potential
impurities in drinking water every Svc years, The EPA
mandates what levels of a certain contaminant is accept~
able per a specified amount of water. Water utilities
typically spend about 15% to 50% of their annual capital
outlays 'm efforts to comply with SDWA guidelines.
These Companies xmistdso stay in compliance with the
Clean Water Act, and numerous state and local laws. At
present, the EPA is considering lowering the allowable
level of arsenic 'm drinking water from 50 parts per
billion (ppb) to 5 ppb. This measure would be controver-
sial because it would be lower than the standard of the
World Health Organization (10 ppb) and wouki poten-
tially cost domestic water companies billions of dollars.

Investment Advice
Most of the water utility stocks that are ccfvered in this

review are not timely for the naming six to 12 months.
Nonetheless, favorable Safety ranks among the group
make some . . . is
investors seeking decent dividend die! .

.._ _ .. Joseph Espailicr
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The events of September nth have dtgred many
priorities in the Water Utility .lndnstryi .
.. Long-term trends in the industry indicate that

'the" cast 'of _ . _ and _upgrading
water-Iwastewater systems will rise. The industry
ìs consolidating, ~m°th larger qumpanies acqifiring
smaller operators toaclzieve ecaxnouiies of scale.

. Water Utility stocks are necked to underperform
_ the year-ahead market, though some of these is-
_ sues offer conservative investors appealing risk-

adjusted, total-return potential.

Secxuglty Issues _
x, . In .response .to the eventspf Septelnbsrlllthf theqeed .

to secure water systems against terrorism has become 3 "
pr ior ity for  regxilatcms and water ut il it ies .a like,

h many other legislative issues to the side. The
'FBI has stated that'Water companiesshould be on alert

'companies are already heédingthis "Le;-ning, and incur-
. P r we s s  he ,

4'aear~term bottom-line growth;'Also, the iiidusfzy amid
..regulators "are work ing together to provide approxi-
mately $5 billion in federal funds for immediate infrzai

.structure improvements as part of the economic
. 'st imulus legislat ion f- = ¢ e . '. ~~ - = '
1 . '~ .-»~.-.¢=>~e,¢¢ .be ̀  ==. , 1
lf i l lndust ry Co izsd l ida it iod ' . " .
'  ' .  Infrastructure costs in the W ater Utility Industry will"

. likely rise dramatically over the next 20 years( Theses

.cont inuailyjn Lai-derlto remain in compliance with in;

Protection Agency (EPA) and local regulators. Many of
the facilit ies ahéi -pages `that now treat and transport
drink ingwater were wilt about a century ago.The costs
of replacing those systems are s1g1nr5cantly b.igh'ér-,these
days even adjusting for inf la t ion. Adding to the cost is
the fact that nearby bodies of veter tend to get depldced

expensive to use; so m0r€'gli1stant;. ounces of water
must be brought in to keep up with increasing demand
for punted water..Water is di8cu.lt. and costly to trans
porn, since it is heavy and mcounnpressible. All pr, 811
industry sources estimate that over $140 billion will .be
needed to upgrade the nation's- water-distribution sys-

4

9
9

: tem over the near! 20 years:" '

The costs ot'stay1;1g ancompliance with dunking water
lapvs'are espeqia11y one;~dus férjs:nallelr regioriailbpérg-

"top .
"pushing"

s

3

i

61° potential tljnreais in tBe.moq.ths 8h°1~4.Many waist
""P°"' 1 1 " ' . . . • ' o

.ws addxtlcmnl costs-m-&he that- may-1mn|.£

t4<>v¢mt5§r,2, 29m
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maintaining .
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> WATER UTILITY INDUSTRY

tors, since they have a limited base of customers over
.yrhich to spread these costs. Small and mid-sized utili-

°génerdly welcorile takeover offers from larger ac-
: quiierS' because of their* superior capital resq1;u~ces.~The
acquiring utility attempts to achieve ecOnomies°of scale .
through the transactions. Also, it gains greater genii-i~"
grhpliic diversity and that can reduce its susceptibility
to unfavorable weather patterns and potentially burden-
some local regulators. .

 ̀̀.` _Lérglé-scale' foreign icquirersi have been very inf:er=¢
in pu:rx:ba.slmg domestic water. utilities over the .

;_.""98S and the...latest evidence is the Serierws-="
. takeoveroffer RWEAG made for American Water Works,
the nation's largest public waiver company RWE, a
Germany-based Enos, stands to gain cost synergies in the
deal, along .with geographic diversity in politically.

with' the risk-adjusted earnings potential of U.S. water
' companies,_and they are likely to continuing their buy-

- ing spree over the next few years. As such, the number of
fra-x . iovestaur-owned water providers witlrlarge territories is
miiciféteedili This 'qleveloprh t . g:;*4l.¢s ~ixd_ditio1)al

...1§>x>e to those U.S. water utilities and investors looking -
Q' for. substantial buyout offers. -

" The e Water Act 1 (SDWAV of . 19v4... '
(amended ii_ '  1996) authorizes tHe EPA to work  with
t ito  aha local kovenunents to test  for  Eve potent ia l

impurities in' driznkiog water every Eve years. The EPA
mandates what levels at a certain contaminant is accept;-. _

signiEca4it portion o£ their annl.ial°=~
mans tO

: v.- .1 H -
Inve s t m e nt  Ad v ic e  - . - - _  .
.1 .The Water Utility stocks in this reiriew are not timely
.-.for investment war the next six to 12 months. Nonethe-

:"l&, :few at these issues possess favorable Safety
'an.d-solid dividend-growth prospects that may =pp==l to

_ itonseervative investors: _ '

».~

S D W  g §  u1 nt io ns

able r s spedied amount of wlter.'Wat¢r utilities"-=4
4 9 u ua§_
go 'budgets-Wi 'efforts to stay in compliance with
. WA guidelines. Thee companies must also comply
with the Clean Water Act, and nmzneruus state and load

: - - .
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November 1. 2002 WATER UTILITY INDUSTRY 1420

Infrastructure costs in the 'Water Utility Indus
try will rise ccnsiderabiy over the coming 20
years. Consequently, larger companies are buying
smaller ones in an attempt to achieve egzonomies
of scale.

Water utility stocks are ranked to perform in the
middle of the pack over the coming 12 months
Nonetheless, conservative investors can find
aboveaverage Safety narks and attractive divi-
dends in the group

INDUSTRY TBYIELINESS: 54 (of 98)

to achieve eoenomies of scale. Also, a bigger company
gains greater geographic diversity that can reduce its
susceptibility to unfhvorahle weather pattern and of
tenizially burdensome local regulators. Far example, the
regulatory climate in California has beexu extra costly for
utilities in TUe not couple of years so cornoames. sue
as California Water, have been actively looklilng for
acquisition targets outside of the sate. On a post .

he passage of a new law 'm California will allow
water utilities to change higher rates to custoxnews (sub
sect to refund) if regulators do not render decisions on
rate cases within established processing periods. To
ought Te improve revenues for three out of four compo
:Ues in this rev

Recent Challenges
The events of September 11. 2001 have intraducd a

whole new set of challenges fer the industry Companies
have been spending a lot of time, energy, and rnonev on
making: sure that their water systems are reasonably
secure from potential terrorist attacks. Utilities ha
turned to local and federal regulators for reimbxrrsemen
and additional funding, but the amount and timing cf
future funds is uncertain. Mm, insurance costs .
soared . year, as insurers are now more
reluctant to cover companies like water us
can potentially have catastrophic losses

tend to welcome takeover offers from better~
capitalized companies so that they
iirrn's superior resources. For instance, the EPA's new

SDWA Regulations
The Safe Drinks g Water Acre (SDWA of 19?4

amended in 1996) authorizes the EPA to work with
state and local governments o test for potential
r-ities in drinking water The EPA mandates what oar
titular level of a certain contaminant is acceptable her a
suediéd arm: t of water. Water utilities rsutinelfv
spend large portions of their annual capital eacpendi
tores' on e&'orts to remain in compliance with
guidelines. These companies must ds comply with the
1972 Clean Water Act, and numerous other state and
local laws. another costly endeavor

Industry Consolidation
Infrastructure costs 'm the water utility industry will

likely soar over the next two decades.These companies
must mnstalntly repair and upgrade their easting
watervivastewater systems 'm order.to comply with in-
creesingly strict rules issued by the Environmental
Protection Agency (EPA) and local regulators. Many of
the facilities and pipes that transport water were con
strutted over 100 years ago. The costs of replacing these
systems is considerably higher now than it was 'm the
past, even adjusting for inflation. Too, the ongoing duple
son of' nearby sources of water forces many water
utilities w obtain water from more-distant, more-
expensive sources. Water is di8cult and costly to traNs-
port because it is heavy and `mcompressible. Nonethe
less, utilities must continue to keep pace with rising
demand for drinlcilng water &om growing residential and
industrial customers. Recent estimates are that it will
cost lMndmr-eds of billions of dollars to replace andup
grade flailing water inN-astructures over the next 20
years. This amounts to more than the entire current
assets of the water industry in America. Much of these
costs will likely be financed by federal spending and

ghee water rates. Nevertheless. wa Er utilities are
going to have to ante up much higher capital invest
merits over the coming years

The costs ofstaying in compliance with drinking water
laws are esqaedally onerous for smaller regional compo
mies because they have fewer customers over which to
spread their costs. Small and mid-sized water utilities

larger,
can utilize the bigger

ides on the allowable levels of arsenic in drinking water
(it) parts per billion by January, zoos) is compelling
some smaller utilities to mergewith larger one: in an
e8brt to remain 'mcompliance with the new standard
By purclzaasing these smaller: entities, la:-ge_utilities seek

Decent Grounds Far 'Conservative Investors
The water-utility stocks in this review are unlikely to

outperform; the year-ahead market. Nonetheless, they
over above-average safety ranks, attractive dl
yields, and decent risbadjusted totem~ret*urn potential

JosephEspaillm
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Composite Statistics: Water Utility Industry

1999 2000 2001 2002 2003 2004 08-08

637.2

724

704.3

90.9

751.8

95.4

794.4

106.6

845

105

950

130

Revenues ($miII)

Ne! Profit ($mill)

1185

190

40.0% 41 .2% 40.2% 38.8% 3 8 0 %

Nil

39.5%

.5%

Income Tax Rate

AFUDC % to Net Prost

4o,o%

.5%

51.1%
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The Water  Ut il ity  Industry 's consolidat ion con
tinges to gain momentum, as industry leaders look
for  oppor tunit ies to  buy  out  smaller  companies
t ha t  a r e  s t r ug g l ing  t o  keep  up  w i t h esca la t ing
inf r ast r uct ur e  cost s  and height ened r egulat or y
requirements

Water  Ut il ity  stocks are unlikely  to outper form
t he br oad mar ket  f or  t he  y ear  ahead.  Wit h t hat
said, however, some of these issues offer conserva-
t ive  inves t o r s at t ract ive risk-adjusted, total-
r et ur n pot ent ia l

of dollars over the next 20 years will be needed to repair
the nation's entire water system. The W ater Infrastruc
tore Network  believes  that  there wil l  be a $12 bi l l ion
annual shortfall for wastewater infrastructure over that
period, and long-term help from the federal government
is  needed to solve the problem. W ater  companies will
mos t  l ik ely  f oot  t he maj or i t y  of  t he b i l l ,  t hough,  as
budget def ic its at state and local levels will limit  funds
dedicated to the industry

Government  Regulat ions Industry  Consolidat ion

W ith the costs of meeting safe dr inking water guide
lines on the rise, many smaller companies lack the funds
to commit  to long- term s t ruc tural improvements .  As
such, these smaller water companies have been increase
infly willing to accept takeover offers from larger suitors
with s ignif icant ly greater capital resources. The larger
utilit ies benefit from economies of scale, which enables
them to reduce overhead. In addit ion, the acquis it ions
usually enhance geographic diversity, reducing a compo
my's vulnerability to weather f luctuat ions. Then, too, a
mult istate terr itory helps to alleviate a company's expo
sure to espec ial ly  onerous  regulatory atmospheres
Large foreign ut il it ies  have been par t icular ly ac t ive in
recent years, swallowing up domestic water companies
in an effort to gain exposure to the United States' steady
populat ion growth

In order to keep water supplies safe, nat ional purify
cat ion standards have been established that the water
industry is required to meet, Amended in 1996, the Safe
Dr ink ing W ater  Ac t  (SDW A)  of  1974 author izes  the
Environmental Protec t ion Agency (EPA) to work  with
s tate and local  governments  to per iodical ly  tes t  f or
impur it ies  in dr ink ing water  and regulate the levels  of
contaminants that are acceptable per a specified amount
of water. These standard.s take into account the health
effects of chemicals, measurement capabilities, and tech-
nical feas ibil ity.  One of  the most  s ignif icant  contami-
nants  that  the industry screens for  is  arsenic ,  a nat l
rally occurr ing substance. However,  the EPA is  in the
process of lowering the tolerated amount of arsenic to 10
parts per billion from 20 parts current ly The change is
expected to be in effect by January, 2006. Large chunks
of  water  ut i l i t ies '  annual capital budgets  are already
spent on infrastructure maintenance and improvements
in order to stay in compliance with the SDW A, the Clean
W ater  Aet .  and numerous  s tate and local laws .  This
percentage is  l ikely to c limb even higher ,  as  fears  of
ter ror ism have prompted of f ic ials  to fur ther  t ighten
regulat ion requirements

Investment  Advice

Rising Infrastructure Costs

None of  the s tocks  under  review are t imely at  th is
j uncture,  as poor  weather  condit ions have resulted in
inconsistent earnings patterns.  Although Phi ladelphia
Suburban, Cal i fornia Water Services Group, and Ameri
can States W afer  all have below-average total- return
potent ial out  to 2006-2008, income-or iented investors
might may find one of these stocks attractive, given their
f avor ab le r is k  pr of i le.  Inc ome- bear ing  s t oc k s  have
gained some additional popularity of late, because of the
recent federal tax bill that reduced the top rate investors
pay on dividend income to 15%. As usual,  though, we
recommend that potent ial investors careful review int i
visual reports before making any new commitments

Along with the necessity to remain in compliance with
increasingly s tr ic t  water  pur ity s tandards,  water  com
parties are also being pressured to continually upgrade
aging facilit ies. Many of the water/wastewater systems
that are presently in use were built  over 100 years ago
and are growing outdated.  The costs  assoc iated with
replac ing these sys tems are dramat ically higher  now
than when they init ially were put in place. The EPA and
other industry sources indicate that hundreds of billions

Andre J Costanza
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Composite Statistics: Water Utility industry
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lated to the quality and purif icat ion of dr inking water is
forcing many of the smaller water companies to look to
larger suitors. Bigger companies with the market scale
to withstand the current onslaught of costs are c lear ly
taking advantage of this s ituat ion. Indeed, these f irms
are growing their  businesses at relat ively low costs as
well as diversifying their  operat ions into less regulated
and more- rapidly developing areas  of  the U.S.  Aqua
America is  a perfect example, making nearly 20 acquit
sit ions since the close of last year. Aqua r ec ent ly  put
chased a number of Pennsylvania-based companies in
order to help dr ive top- line growth.  W e ant ic ipate that
t he c ur rent  c ons ol idat ion t heme wi l l  pers is t ,  as  we
expect restructuring costs to continue to rise.

The Water Utility industry continues to rank
near the bottom of the Value Line investment
universe. Infrastructure costs will limit earnings
for at least the near future, as the high expenses
associated with maintaining and improving the
country's water-distribution systems continue to
rise.

However, it appears that relief is on the way for
some companies. Favorable regulatory rate case
rulings have been handed down across the coun-
try and look as though they might become the
norm.

Meanwhile, consolidation remains the name of
the game. Although many of the industry's smaller
players lack the capital requirements to meet
growing government regulations, larger compa-
nies are using the consolidation as way to boost
profitability via growing its customer base. Regulatory Assistance

Infrastructure Costs
Although water utility company's have been forced to

deal with lethargic  case rulings  in the pas t  couple of
years, some governing bodies are picking up the pace. In
California,  for  example,  the California Public  Ut il i t ies
Commiss ion (CPUC)  has  handed down a number  of
favorable rate-relief rulings in recent months, and more
are expected. W ith the California electr ic  cr is is  seem-
ingly in the rearview mirror,  the current administrat ion
seems intent  on deliver ing more t imely assessments .
American States Water Company and California Water
Service Group have both seen profits benefit from recent
case rulings over the past quarter.

infrastructure costs continue to climb higher as water
utility companies, with lit t le help from strapped govern-
ment branches, are forced to deal with maintaining and
upgrading existing facilities. Costs are becoming an even
greater concern as time passes because a number of the
func t ioning sys tems  cur rent ly in p lace are over  100
years old and in need of significant repair. That said, we
believe that it  will take hundreds of billions of dollars to
renovate existing pipelines over the next few decades. To
make matters worse, the costs of staying in compliance
with regulatory laws are growing even more dif f icult ,
due to fears of terrorist act ivit ies against the country's
drinking supplies. Although the Safe Drinking W ater Act
(SDW A) of 1974 remains the authority for the safety and
purity of  dr ink ing water,  recent amendments are mak-
ing c ompl ianc e even mor e demanding.  In  1996,  an
amendment  author ized the Environmental Protec t ion
Agency (EPA) to step up local compliance levels. And,
governing law-makers  now ins is t  that  the EPA work
with local and state governments to test for impurities in
dr ink ing water  and to regulate the levels  of  contami~
rants that are acceptable.

Investment  Advice

Most investors will want to take a pass on the stocks
covered in the next few pages, as they offer uninspiring
returns out to decade's end. In addit ion, not one of the
stocks in this edition is ranked to outperform the market
in  the next  s ix to 12 months .  Nonetheless ,  income-
oriented investors may like the industry's solid dividend
yields. Cal i fornia Water may have some added appeal for
the r isk-averse,  given its  above average Safety rank.
Still,  we advise that potential investors carefully review
the individual reports in the ensuing pages before mak-
ing a commitment to any of the stocks mentioned above.

A Buy ing Oppor tunity
Andr e J Costanza

The growing regulat ions and costs  assoc iated with
s taying in compliance with government  s tandards re-
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CompositeStatistics: Waler Utility Industry
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After showing some brief signs of a turnaround
last year, the Water Utility Industry appears to
have reverted back to its old ways. Feeling the
effects of u cooperating weather conditions and
high infrastructure costs, the stocks in this indus-
try have had trouble meeting earnings expecta-
tions and, as a result, have sorely underperformed
the broader market in recent months. In fact, none
of the water utility stocks that are covered in the
next few pages are ranked better than 3 (Average)
for Timeliness, based on our momentum based
ranking system. As a whole, the industry ranks
near the bottom of the Value Line investment
universe.

And the future does not look much brighter.
Although a more favorable regulatory landscape
and normalized weather conditions ought to pro-
vide a better landscape, we are concerned that
rapidly growing infrastructure costs will continue
to undermine this group's earnings out to late
decade.

Easing Tensions

tores are upwards of 100 years old and are in severe
need of maintenance and, in some cases, massive reno-
vations and rebuilding. And, given the geopolitical vola-
tility worldwide and the heightened threat of bioterTor-
ism on U.S. water pipelines and reservoirs, these costs
are likely to continue to only rise, as companies strive to
comply with EPA water purif icat ion standards, Infra-
s t ructure repair  costs  are expected to  c l imb in the
hundreds of millions of dollars over the next two de-
cades,  put t ing many smaller  water  companies at  a
distinct disadvantage. With a dearth of resources to fund
these improvements, many such companies are being
forced to sell. But, given the current landscape, larger
companies with the f lexibility and capital to deal with
the higher  costs  are  ut i l izing the weak ness to  add
addit ional legs of  growth to their  businesses.  Aqua
America, the  la rges t  water  ut i l i t y in our  survey fo r
example, has made more than 90 acquisitions in the past
five years, doubling its revenue base during that time.
The company does not seem to be slowing its aggressive
spending ways and has the highest return on equity of
any of the stocks that we cover here.

Although designed to keep a balance of power between
consumers and providers, regulatory authorities, have
long been a thorn in the side of water utility companies.
Rate relief case decisions had often been unfavorable
and untimely, with some rulings being pushed off for as
long as two years. But, it finally looks as though things
are taking a turn for the better, especially in the state of
California. The California Public Utilit ies Commission
(CPUC), which is responsible for ruling on general rate
case requests in the Golden State, has been handing
down more-favorable and t imely decisions in recent
months,  thanks,  in par t ,  to  the ef for ts  of  Governor
Schwarzenegger. He has replaced members thought to
be antagonists of rate relief with more-business-friendly
members, and additional moves may be in the works.
The recent changes makes for a favorable backdrop for
water utility companies operating in California, such as
American States Water Co. and California WaterService
Group.

Investment Advice

Costs

Most investors will probably want to take a pass on
the stocks in this industry. Typically market laggards,
not one of the issues covered in the next few pages
stands out  for  near- term or long-term capita l gains
potent ial.  The lim ited f inancial resources of most of
these companies, along with the capital-intensive nature
o f  the  indus t ry,  wi l l  p robab ly l im it  any subs tant ia l
growth out to late decade.

Those seeking to add an income component to their
port folio may f ind an attract ive opt ion here, though.
Each of the stocks in this industry carr ies an above-
average dividend yield, with American States I/Mater and
California Water offering the highest percentages. Cali-
fornia Water offers some additional appeal, as it has a 2
(Above Average) Safety rank. As is always the case, we
recommend that all potential investors take a more in
depth look  at  the individual reports on the following
pages before considering making any future financial
commitments.

But, while regulators are easing their stance on rate
case decisions, this does not look to be the case for
infrastructure demands. Many of the current infrastruc-

Andre 1 Costanza
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1
2
3

INTRODUCTION

4

5

6

Please state your name, occupation, and business address.

My name is William A. Rigsby. I am a Public Utilit ies Analyst v employed

by the Residential Util i ty Consumer Off ice ("RUCO") located at 1110 w.

Washington, Suite 220, Phoenix, Arizona 85007.

7

8

9

10

11

12

13

Please state the purpose of your surrebuttal testimony.

The purpose of my surrebuttal test imony is to respond to Gold Canyon

Sewer Corporation's ("Gold Canyon" or "Company") rebuttal testimony on

RUCO's  recommended ra te  o f  re turn  on inves ted cap i ta l  ( inc lud ing

RUCO' s  rec om m ended  c ap i t a l  s t ruc t u re  and  c os t  o f  deb t )  f o r  t he

Company's wastewater operation located in Pinal County.

14

15

16

17

18

Will your surrrebuttal testimony address the rate base, operating revenue,

operating expense, or rate design issues in the case?

No. Those issues and the issue of excess capacity will be addressed in

the surrebuttal testimony of RUCO witness Rodney L. Moore. .

19

20

21

22

23

24

Have you filed any prior testimony in this case on behalf of RUCO?

Y e s ,  o n  J u n e  1 6 ,  2 0 0 6 ,  I  f i l e d  d i r e c t  t e s t i m o n y w i t h  t h e  A r i zo n a

Corporat ion Commiss ion ("ACC" or "Commiss ion")  on Gold Canyon's

application requesting a permanent rate increase. My direct test imony

addressed the cost of capital issues associated with Gold Canyon's filing.

A.

Q.

A.

Q.

A.

Q.

A.

Q.

1
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How is your surrebuttal testimony organized?

My surrebuttal testimony contains three parts: the introduction that I have

just presented, a summary of Gold Canyon's rebuttal testimony, and a

section on the cost of capital issues

6 SUMMARY OF GOLD CANYON'S REBUTTAL TESTIMONY

7 Have you reviewed Gold Canyon's rebuttal testimony

Yes. I have reviewed the Company's rebuttal testimony, which was filed

on July 27, 2006

11 Briefly summarize the Company's rebuttal testimony

The Company's cost of capital  witness, Mr. Thomas J. Bourassa

disagrees with my recommendations on capital structure, hypothetical cost

of debt and cost of common equity. He is also critical of the methods that

l have used to derive my original recommended 9.04 percent cost of

common equity for Gold Canyon

18 COST OF CAPITAL

19

20

Have you made any changes to the cost of common equity that you

recommended in your direct testimony

Yes. I have revised my recommended cost of common equity downward

Q.

Q.

Q.

from 9.04 percent to 8.60 percent. The 8.60 percent figure was derived

from an updated discounted cash flow model ('DCF") analysis, which used
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1

2

3

4

5

6

7

8

9

10

an eight-week average of  c los ing stock pr ices,  data publ ished in The

Value Line Investment Survey ("Value Line") July 28, 2006 water ut i l i ty

industry update (Attachment A), and updated data from Zacks investment

Research, Inc. (Attachment B). My revised 8.60 percent est imate also

takes into considerat ion forward-looking Value Line project ions for the

time frame that runs from 2006 through 2011. In addition to updating the

stock price data used in the DCF model,  I have also updated all  of  the

components used in my capital asset pricing model ("CAPM") analysis,

which is also impacted by stock price and interest rate (i.e. treasury yield)

Surrebut ta l  Schedules  W AR-1 through W AR-9 w i l l  prov ide

11

activity.

support for my revised 8.60 percent figure.

12

13

14 Yes.

15

16

Has there been any recent activity in regard to interest rates?

On Tuesday, August 8, 2006, the Federal Reserve ("Fed") halted

its series of seventeen consecutive quarter-point rate increases, which

have boosted the federal funds rate from a level of 1.00 percent in mid-

17

18

19

20

2004 to the current rate of 5.25 percent. The Fed's action was influenced

by economic data on a slowing U.S. economy that could result  in lower

levels of inflation. while there is a debate among Fed watchers as to the

impact  of  this pause,  some analysts bel ieve that  the Fed had actual ly

A.

Q.

3
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1

2

gone too far in its rate increase campaign and that rate cuts could be a

possibility depending on the direction that the economy takesl.

3

4

5

6

7

Please explain the main reason why your revised DCF results are lower

than the DCF results that were presented in your direct testimony.

The main reason is  that  the s tock pr ices of  the publ ic ly t raded water

utilit ies included in my sample have declined in recent months as a result

8

9

of rising interest rates. Investors who found the yields of these stocks

attractive because of lower interest rates, created a demand that forced

10

11

12

the prices of these stocks' up, Now that interest rates have increased, the

shine is of f  on water stocks and these same investors are sell ing their

shares and putting their funds into instruments with more attractive yields.

13

14

15

Wouldn't the yields on the water utility stocks in your sample be higher

because of the stock price declines?

16 Yes. That is  t rue.  Since the div idends on these stocks have remained

17 constant, the dividend yield component (31 Pol of my DCF model has

18

19

20

increased from an average of 2.03 percent in my direct testimony, to my

revised average of 2.36 percent. However, the lower stock prices and the

updated Value Line estimates produced a lower DCF growth estimate (Q)-

21

1 In, Greg, "Fed Holds Interest Rates Steady As Slowdown Outweighs Inflation," The Wall Street
Journal Online Edition, August 8, 2006.

A.

Q.

A.

Q.

4
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1

2

3

4

5

6

7

9

Please explain how the lower stock prices and the updated Value Line

estimates produced a lower DCF growth estimate?

The growth component of my DCF model declined from the 7.01 percent

est imate presented in my direct  test imony to my revised f igure of  6.25

percent. The July 28, 2006 Value Line estimates have resulted in a lower

internal growth (Br) est imate that has dropped from 5.00 percent in my

direct  test imony to my rev ised est imate of  4.68 percent . My rev ised

external growth estimates are partially a result of the lower stock prices

that have produced lower market to book rat ios for all four of the water

10

11

12

13

utilities in my sample (i.e. the market-to-book ratios are moving closer to a

ratio of 1.0). The lower market-to-book ratios have contributed to my

lower external (sv) growth estimate of 1.57 percent estimate that is 43

basis points lower than the 2.00 percent estimate presented in my direct

14 testimony.

15

16

17

Please summarize the results of your revised cost of capital analysis.

A summary of my revised cost of capital analysis, on water utilit ies, is as

follows:

METHOD RESULTS

18

19

20

21

22

DCF

CAPM

8.60%

9.11% .- 10.56%

23

24

Q.

A.

A.

Q.

5
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1

2

3

4

5

Has Gold Canyon's witness made any changes to the Company-proposed

cost of common equity as a result of the Value Line update?

The Company's witness stated that he had updated his models using data

from Value Line'sApril 28, 2006 water utility industry update for the prior

quarter, but is still proposing a 10.50 percent cost of common equity.

6

7

8

9

10

11

12

13

Brief ly summarize the posit ions of  the part ies to the case in regard to

capital structure, cost of debt, cost of equity and weighted cost of capital.

Both ACC Staf f  and the Company are recommending debt-f ree capital

s t ruc tu res  compr ised  o f  100 percent  common equ i t y. R U C O  i s

recommending a hypothetical capital structure comprised of 40 percent

debt and 60 percent common equity, with a hypothetical cost of debt of

8.45 percent.  The costs of  common equity being recommended are as

14 follows:

15

16 Gold Canyon

ACC Staff

10.50%

17 8.40%

18 RUCO (revised) 8.60%

19

20 The weighted costs of capital being recommended by the part ies to the

21 case are as follows:

22

23

A.

A.

Q.

Q.

6
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1 10.50%

2

Gold Canyon

ACC Staff 8.40%

3 RUCO (revised) 8.54%

4

5 Capital Structure and Cost of Debt

6

7

8

Does the Company's witness recognize that the absence of f inancial risk

in the Company-proposed capital  s t ructure,  comprised of  100 percent

common equity, merits a lower weighted cost of capital?

9 No. The Company's witness believes that a capital structure comprised of

10

11

100 percent common equity is appropriate given Gold Canyon's size and

the firm-specific risks that the Company faces.

12

13

14

15

16

17

18

19

20

Please address the Company's posit ion that your recommended capital

structure is inappropriate given Gold Canyon's size.

The  s i ze  a rguments  used  by Mr .  Bourassa  in  t h i s  case  have  been

consistently rejected by the Commission in past rate case proceedings.

For al l  pract ical purposes,  Gold Canyon is  no dif ferent  f rom the many

water and wastewater systems that comprise the water utilities used in my

sample. These systems face the same types of r isks and deal with the

same types of problems that Gold Canyon faces.

21

22

23

A.

Q.

A.

Q.

7



i i 3

Surrebuttal Testimony of William A. Rigsby
Docket No. SW-02519A-06-0015

1

2

3

4

5

6

7

8

g

10

11

12

Please comment on Mr.  Bourassa's descript ion of  your hypothet ical

capital structure as a "one size fits all approach."

Mr. Bourassa's statement fails to take into consideration the fact that my

recommended hypothetical capital structure is higher in equity than the

average level of  equity in  the capita l  st ructures of  my sample water

utilities. This specif ically takes into account any additional business risk

that Gold Canyon may face. I have also recommended a hypothetical

cost of  debt, which includes an upward adjustment of  200 basis points

above the average weighted costs of debt that I calculated for the water

util it ies included in my sample. Furthermore, both my recommended

capital structure and my recommended cost of debt are close to both the

2004 capital structure and cost of debt of Algonquin Power Income Fund,

13 Consequently, Mr.

14

the publicly traded parent company of Gold Canyon.

Bourassa's "one size fits all" argument is groundless.

15

16

17

18

Do your revised recommendations result in a higher weighted average

cost of  capital than the average weighted cost of  capital of  the water

utilities included in your sample?

19 Yes. As I just stated, my recommended hypothetical capital structure is

20

21

22

23

A.

Q.

Q.

A.

actually heavier in equity than the average capital structure of my sample

group, which was comprised of approximately 50.0 percent debt and 50.0

percent equity. This gives Gold Canyon a higher weighted cost of capital

than the utilities included in my sample, which have an average weighted
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1

2

3

4

cos t  o f  cap i ta l  o f  7 .54 percent  based on the  resu l t s  o f  my ana lys is

(Surrebuttal Schedule WAR-9). This 7.54 percent average for my sample

is  100  bas is  po in t s  lower  t han  my rev ised  recommended we igh ted

average cost of capital of 8.54 percent for Gold Canyon.

5

6 Cost of Common Equity

7 Has Gold Canyon's  cost  of  capi ta l  w i tness made any changes to the

8 Company-proposed cost of common equity of 10.50 percent?

9 No.

10

11 How did ACC Staff's cost of capital witness arrive at his final cost of equity

12

13

estimate of 8.40 percent?

ACC Sta f f ' s  w i t ness ,  Mr .  S teven  I rv ine ,  a r r i ved  a t  h i s  es t imate  by

14

15

16

averag ing  t he  resu l t s  o f  h is  DCF and CAPM mode ls  t o  p roduce an

unadjusted average of 9.20 percent. He then reduced his unadjusted

average of 9.20 percent by making a downward financial risk adjustment

17 of 80 basis points. This produced his f inal estimate of 8.40 percent. Mr.

18

19

20

21

22

23

irvine's financial risk adjustment produces the same weighted cost of

capital that would be produced by a capital structure comprised of 60.0

percent common equity and 40.0 percent debt, which is the same capital

structure that I am recommending in this case. Mr. irvine's final cost of

capital estimate is 14 basis points lower than my revised recommended

cost of capital estimate of 8.54 percent.

A.

Q.

A.

Q.

9
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1

2

3

What would your cost of equity estimate be if you were to average the

results of your DCF and CAPM models as ACC Staff did before making a

financial risk adjustment?

4

5

6

7

10

11

12

13

14

15

16

17

18

19

20

21

22

23

Averaging the results of my revised water company sample DCF result of

8.60 percent, and my revised water company sample CAPM result, using

a geometric mean, of 9.11 percent produces an estimate of 8.86 percent,

which is 34 basis points lower than ACC Staffs unadjusted 9.20 percent

estimate and 168 basis points lower than the Company's 10.50 percent

estimate. Averaging the results of  my revised water company sample

DCF result of 8.60 percent, and my revised water company sample CAPM

result, using an arithmetic mean, of 10.56 percent produces an estimate of

9.58 percent, that is 38 basis points higher than ACC Staff 's unadjusted

9.20 percent est imate and 92 basis points lower than the Company's

10.50 percent estimate. An average of my revised water company DCF

result  of  8.60 percent and both of  my revised water company CAPM

results of 10.56 percent and 9.11 percent results in an estimate of 9.43

percent, which is 23 basis points higher than ACC Staff's unadjusted 9.20

percent estimate and 107 basis points lower than the Company's 10.50

percent estimate. The application of ACC Staff's financial risk adjustment

to my 9.43 percent average of all of my models estimates, results in a cost

of common equity of 8.63 percent which is 3 basis points higher than my

recommended cost of common equity and 7 basis points higher than my

recommended weighted cost of capital.

Q.

A.

tO



| I 4 I

Surrebuttal Testimony of William A. Rigsby
Docket No. sw-02519A-06-0015

1

2

3

Do you believe that  Mr.  Bourassa is characterizing Gold Canyon's r isk

properly when making his arguments regarding the risk that Gold Canyon

faces as a result of the Company's size?

4

5

No. Mr. Bourassa attempts to make a case for a higher cost of common

equity for Gold Canyon based on two size arguments.

6

7 What is Mr. Bourassa's first size argument?

10

11

12

13

14

15

16

Mr. Bourassa's first size argument was addressed earlier in my section on

capi ta l  s t ructure and deals  wi th unique bus iness r isks faced by Gold

Canyon as a result of the Company's size. However, in making this f irst

argument he completely ignores the fact  that  Gold Canyon is a wholly

owned subs id iary of  A lgonquin Power Income Fund,  a large publ ic ly

traded entity that has access to capital markets. He also fails to recognize

the fact that, in order to recognize the possibility of additional business risk

that is unique to the Company, I am recommending a capital structure that

is heavier in equity than the capital structures of the utilities included in my

17 water company sample.

18

19

20

21

22

23

What is Mr. Bourassa's second size argument?

His second size argument deals with the capitalization of the Company. In

making this argument he relies on information on the returns of small

company stocks contained in Chapter 7 of Ibbotson Associate's SBBI

2006 Yearbook. In making this argument, Mr. Bourassa fails to take into

Q.

A.

A.

Q.

A.

Q.

11
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1

2

3

consideration the seasonal nature of the higher returns of small publicly

t raded companies  known as  the "January e f fec t . " T he  anom a ly i s

addressed in Chapter 7 of lbbotson's text, which essentially states that the
/

4

5

6

only t ime of the year in which small company stocks outperformed large

company stocks is during the month of January. When the excess returns

realized in January are removed, there is essentially no difference in the

returns of  smal l  company s tocks and large company s tocks. I  have

always believed that lbbotson's seasonality discussion is something of a

disclaimer for the small capitalization stock results that are presented in

10 Chapter 7 of the SBBI text.

11

12 What exactly is the January effect?

13

14

15

16

17

18

19

20

The January effect refers to a situation, which has possibly existed for at

least the last forty years, whereby small company stocks outperform large

company stocks from the end of December through January. Research

conducted in 1981 by Donald B. Keim2 and later by Robert A. Haugen,3

revealed that virtually all of the effect occurred in the month of January,

and that a large part  of  the ef fect  occurred within the f irst  f ive days of

January. After these price spikes are factored out, there is virtually no

significant difference in the prices (which would affect the rates of return

2 Keir, D.B. "Size-Related Anomalies and Stock Return Seasonality: Further Empirical
Evidence," Joumai of Financial Economics, Vol. 12, no. 1 (June. 1983): 13-32.

A.

Q.

3 Haugen, Robert A. and Philippe Jorion "The January Effect: Still There After All These Years,"
Financial Analvsts Journal. (Jan. Feb. 1996): 27-31 .
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1

2

on the stocks that are used to calculate beta) of small company stocks

and large company stocks during the remaining eleven months of the

3 year.

4

5

6

What exactly causes this difference in performance between small

company and large company stocks?

7 The conventional wisdom on the subject is that the difference results from

8

10

11

both portfolio balancing and tax-loss selling by large institutional investors

(i.e. mutual and pension funds) at the end of December. Since this sell off

(which results in a drop in small company stock prices) occurs at the end

of the year, these same small company stocks tend to rebound during the

12 early days of  January. Th is  is  due to  increased demand for  smal l

13

14

company stocks from optimistic investors. As a result of  this increased

demand, the prices of small company stocks are driven up higher than the

15

16

17

18

19

20

21

22

23

prices for large company stocks.

Because the year-end sell of f  may be tax motivated, it  has even been

suggested that the policies of the federal government would essentially

perpetuate the January effect on an annual basis. An absence of  the

January effect during the mid nineties may have occurred due to a shift in

buying habits of younger investors who preferred large company stocks. If

this actually were the case, the lack of demand kept the prices of small

company stocks down and also in line with the prices of large company

stocks. This only strengthens the argument that no real difference exists

A.

Q.

13
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1

2

between the prices of small company stocks and large company stocks

and weakens Mr. Bourassa's argument for a higher return because of

3 Gold Canyon's size.

4

5 Are there any merits at all in Mr. Bourassa's size arguments?

6 No. The size arguments being advanced by Mr. Bourassa have been

7

9

10

11

12

13

14

15

16

consistently rejected by the Commission in past rate case proceedings

that involved rate case witnesses such as Dr. Thomas Zepp (who Mr.

Bourassa cites in his testimony). That aside, given the size and financial

strength of the Company's parent, Algonquin Power Income Fund, which

is publicly traded on the Toronto stock exchange and owns 100 percent of

Gold Canyon, I fail to understand why Mr. Bourassa would even attempt to

use size arguments in this case. For all practical purposes, Gold Canyon

is no different from many other Arizona water or wastewater systems that

are owned by large corporate entities. Nor for that matter is Gold Canyon

any different or unique from the many water and wastewater systems that

17 comprise the water utilities used in my sample.

18

19

20

21

22

23

8

A.

Q.
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1

2

3

Do you believe that Southwest Water Company ("SWWC") should have

been excluded from your sample based on its percentage of revenues

from water utility services as pointed out by the Company's cost of capital

4 witness?

5 No. Mr. Bourassa believes that I am deliberately biasing my DCF dividend

6

7

8

g

10

11

12

13

14

15

16

17

18

yield estimate downward by including SWWC in my sample. While it is

true that regulated water utilities make up approximately 39.0 percent of

total revenues for SWWC, those same regulated utilities will generate 67.0

percent of SWWC's 2006 earnings according to Value Line's April 28,

2006 water utility industry update. The majority of SWWC's remaining

revenues and earnings are derived from activities that are closely related

to the provision of regulated water and wastewater services (i .e.

equipment maintenance and repair, sewer pipeline cleaning, billing and

collection services, and state-certified water and wastewater laboratory

analysis on a contract basis) as opposed to highly speculative activities

that are totally unrelated to the water and wastewater industry. In fact,

SWWC actually operates a large wastewater facility near Birmingham,

Alabama. For these reasons l saw no need to exclude SWWC from my

19 sample.

20

21

22

23

Q.

A.

15
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1

2

Please address the Company's position that, in addition to your dividend

yield estimate just discussed, your estimates of external growth are also

biased downward.3

4

5

6

The Company's cost of capital witness has taken issue with my calculation

of "v" for the external growth rate estimate portion of the DCF's growth

component. This calculation takes into consideration the fact that, while in

7

9

10

11

12

13

14

15

16

17

18

theory a utility's stock price should move toward a market to book ratio of

1.0 if regulators authorize a rate of return that is equal to a utility's cost of

capital, in reality a utility will continue to issue shares of stock that are

priced above book value.

As l explained on pages 17 through 18 of my direct testimony, this same

assumption was incorporated into the DCF analysis performed by Mr.

Stephen Hill, ACC Staff 's cost of cost of capital witness in the Southwest

Gas rate case proceeding. Mr. Hill used the same methods that l have

used in arriving at the inputs for his DCF model. His final recommendation

for Southwest Gas Corporation, which was adopted by the Commission,

was largely based on the results of his DCF analysis, which incorporated

the  same va l id  marke t - to -book  ra t io  assumpt ion  tha t  l  have  used

19 consistently in cases before the Commission.

20

21

22

23

Q.

A.

16

l
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1

2

3

4

5

6

Please discuss the Company's criticism of your testimony that one of the

desired effects of regulation is to achieve a market-to-book ratio of 1.0 on

the common stock of an investor owned utility.

My direct test imony sets forth the premise that the market value of  a

utility's stock will tend to move toward book value, or a market-to-book

ratio of 1.0, if regulators allow a rate of return that is equal to the cost of

7 capital of  f irms with similar risk. This premise is recognized among

8

9

10

11

12

13

14

15

16

17

18

19

20

practitioners who have testified in cost of capital proceedings.

A util ity's market price should equal its book price over the long run if

regulators allow a rate of return that is equal to the utility's cost of capital.

That is assuming that the utility's rate of return ("ROR") is comparable to

the rates of return of other firms in the same risk class. For example, if a

hypothetical utility's book price is $20.00 per share and regulators adopt a

rate of return that is equal to the utility's cost of capital of 10.00 percent,

the utility will earn $2.00 per share ("EPS"). With earnings of $2.00 per

share, and a market required rate of return on equity of 10.00 percent, for

firms in the utility's risk class, the market price of the utility's stock will set

at $20.00 per share ($2.00 EPS + 10.00% ROR = $20.00 per share price).

If  the utility records earnings that are higher than the earnings of other

firms with similar risk, the market value of the utility's shares will increase

21 accordingly ($2.50 EPS + 10.00% ROR = $25.00 per share). On the other

4 Carleton, Willard T. and Morin, Roger A.

Q.

A.

17
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1

2

3

4

5

6

hand, if  the utility posts lower earnings, the stock's market price will fall

below book value ($1 .50 EPS + 10.00% ROR = $15.00 per share).

Because of  economic forces beyond the control of  regulators, it is not

reasonable to assume that the utility will have earnings that match those

of firms of similar risk in every year of operation. In some years, earnings

may drop causing the market-to-book ratio to fall below 1.0, while in other

years the utility may have earnings that exceed those of other f irms in its

risk classification. However, over the long run the utility's earnings should

average out to the earnings that are expected based on its level of risk,

10 These average earnings over time will result in a market-to-book ratio of

11 1.0. A 1.0 ratio may never be achieved in practice and many investors

12

13

may not  even care what  the market-to-book rat io  is as long as they

receive their required rate of return.

14

15 Has the Company's witness taken issue with RUCO's use of CAPM?

16 Yes. Mr. Bourassa uses several arguments to support his belief that the

17 CAPM should not have been used in this case. One of his arguments

18 deals with the beta coefficient used in the CAPM and his other argument

19 deals with the model itself and the inputs that I have used.

20

21

22

23

Please comment on Mr. Bourassa's argument on beta.

Mr. Bourassa is opposed to the fact that both ACC Staff and RUCO have

used the CAPM methodology, which uses the betas of  publicly traded

9

Q.

A.

A.

Q.

18
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1

2

water ut il it ies as the central input. Because Gold Canyon is not publicly

traded and has no beta, Mr. Bourassa believes that the CAPM estimates

3

4

5

6

7

9

presented by RUCO and ACC Staff should be rejected. Applying Mr.

Bourassa's logic on beta to the DCF, a similar argument could be made

that since Gold Canyon has no publicly traded stock then a methodology

such as the DCF, which uses the stock prices of publicly traded water

utilities, should not be used either (an argument that Mr. Bourassa also

advocates in his testimony). If you reject the results of RUCO's, ACC

Staff's and Mr. Bourassa's DCF estimates, you are now left with nothing

10

11

12

13

14

15

16

17

18

19

20

21

22

23

but  Mr.  Bourassa's r isk premium and comparable earnings est imates.

Since the r isk premium methodology is ,  for al l  pract ical  purposes,  an

offshoot of  the CAPM, a good argument could be made to reject  those

results also given Mr. Bourassa's lack of confidence in CAPM theory. This

now leaves only Mr. Bourassa's comparable earnings results, which in his

analysis, are principally comprised of only historical information on, and

estimates of, returns on book common equity that are by themselves not a

firm's actual cost of capital and should also be rejected. We are now left

with nothing but the authorized returns approved by regulators that were

more than l ikely based on past recommendations of analysts who in all

l ikelihood used the DCF, CAPM, risk premium and comparable earnings

methodologies to arrive at their estimates during periods in which higher

costs of  common equity may have been warranted.  Af ter weighing the

fact  that  the pract ice of  relying solely on the pr ior authorized rates of

19
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returns authorized by utility regulators (that do not take current economic

conditions into consideration) as a method for setting new rates of return

has long been discredited as being circular in its logic (and has pretty

much been abandoned in favor of estimates derived from forward looking

methodologies such as DCF and CAPM), Mr. Bourassa's cost of capital

analysis has nothing left to offer other than his unyielding belief that Gold

Canyon is somehow unique and that the Company's size alone merits a

higher return. As I have stated earlier, Mr. Bourassa's size arguments

completely ignore the fact that Gold Canyon is owned entirely by

Algonquin Power Income Fund, a publicly traded entity that is essentially a

large utility holding company that has access to the capital markets

Have you read the paper authored by Professor Eugene F. Fama, of the

University of Chicago and Professor Kenneth R. French of Dartmouth

College ("Fama and French") that Mr. Bourassa cites on page 30 of his

rebuttal testimony

Does the Fama and French article provide any new empirical evidence

that supports Mr. Bourassa's contention that the CAPM is flawed?

Not at all. This particular Fama and French paper was published in the

Summer 2004 edition of Journal of Economic Perspectives with another

paper on CAPM that was authored by Harvard Professor Andre F. Perold

20
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1

2

3

4

5

6

The two articles were selected to commemorate the fortieth anniversary of

the CAPM as a stock valuation methodology. Both art icles highlight the

well-established pros and cons of the model that have been debated since

the late 1970's. The Fama and French article is noteworthy only because

it revisits some of the same arguments that Fama and French originally

advanced in a 1992 paper that set off the latter of two academic debates

7 on the Sharpe Lintner version of the CAPM used in my analysis. Fama

8

9

10

11

12

13

14

15

16

17

18

19

20

and French published their 1992 paper two years after William Sharpe

shared the Nobel Prize in economics for his work in developing the CAPM.

The conclusions published in the 1992 Fama and French paper were

vigorously debated by a number of other noted scholars in the field of

finance who essentially pulled the rug out from under a faction of Fama

and French followers that proclaimed that "beta is dead" as a result of the

1992 papers. Dr. Roger Morin, another academic and cost of capital

wi tness ci ted often by Mr. Bourassa, summed up the debate by

paraphrasing American humorist Mark Twain on page 71 of his 1994 text,

Regulatory Finance: Utilities' Cost of Capital, by stating that "the autopsy

of beta was premature and reports of beta's death were greatly

exaggerated." Even Fama and French recognized in their 2004 paper,

that four decades after its introduction "the CAPM is still widely used in

21

22

applications, such as estimating the cost of capital for firms and evaluating

the performance of managed port fol ios. I t  is  the centerpiece of  MBA

5 Purcell, David C. The Cost of Capital - A Practitioner's Guide, 1997: 6-5 thru 6-13.

21
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1 investment courses. Indeed, it is often the only asset pricing model taught

2 in these courses.
as

3

4

5

6

7

is the Company's cost of capital witness correct in his criticism of CAPM?

I believe his argument is unwarranted and outdated. Whi le it is true that

the use of CAPM in rate case proceedings first came under fire twenty-five

years ago, that hasn't stopped cost of capital practitioners from using the

9

10

11

12

model or public ut i l i ty commissions from accepting the model's results.

Although I have always used CAPM in a support ing role, both at RUCO

and at the ACC, two other expert witnesses (both of whom are Ph.D.'s)

that filed testimony in recent Arizona-American cases have chosen to use

CAPM as their primary method for estimating their recommended costs of

13 equity.

14

15

16

17

18

19

20

21

22

Do you ever allow the results of your CAPM analysis to influence your final

recommended costs of equity, which are generally derived from the DCF?

l have in some cases. However, for the most part, l consider the results

obtained from CAPM in the same way that l consider other information on

the economy and the water utility industry. If the Company's witness were

to review copies of prior testimony I have filed with the ACC, he would find

that  for the most  part  l  have rel ied on my DCF results ,  even when my

CAPM analyses,  us ing both the ar i thmet ic  and the geometr ic  means,

5 Docket No.'s W-01303A.05-0405 and WS-01303A-06-0014.

Q.

A.

Q.

A.

22
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1

2

3

produced lower estimates. The main reason for this is that I believe that

stock prices, which are included in the DCF model, take into account the

information that is ref lected in the expected returns produced by the

4 CAPM.

5

6

7

Please explain why Mr. Bourassa's statement regarding the use of  a

geometric mean in your CAPM analysis as being incorrect is unfounded.

As I stated in my direct testimony there is an on-going debate as to which

9

10

11

12

13

14

is the better average to re ly on. The best  argument in  favor of  the

geometr ic  mean is  tha t  i t  p rov ides a  t ruer p ic tu re  o f  the  e f f ects  o f

compounding on the value of an investment when return variability exists.

This is particularly relevant in the case of the return on the stock market,

wh ich  has  had  i t s  share  o f  ups  and  downs over  the  1926  to  2004

observation period used in my CAPM analysis.

15

16

17

18

19

20

21

22

23

Can you provide an example to illustrate the differences between the two

averages?

Yes. The following example may help. Suppose you invest $100 and

realize a 20.0 percent return over the course of a year. So at the end of

year 1, your original $100 investment is now worth $120. Now lets say

that over the course of a second year you are not as fortunate and the

value of your investment falls by 20.0 percent. As a result of  this, the

$120 value of  your original $100 investment falls to $96. An arithmetic

A.

Q.

Q.

23
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1

2

mean of the return on your investment over the two-year period is zero

percent calculated as follows:

3

4

5

6

( year 1 return + year 2 return ) + number of periods

( 20.0% + -20.0% ) + 2 =

( 0.0% ) + 2 = 0.0%

7

9

The arithmetic mean calculated above would lead you to believe that you

didn't gain or lose anything over the two-year investment period and that

10 your original $100 investment is still worth $100. But  in real i ty,  your

11

12

original $100 investment is only worth $96. A geometric mean on the

other hand calculates a compound return of negative 2.02 percent as

13 follows:

14

15

16

17

18

( year 2 value + original value )1/numberof periods - 1

( $96 + $100 WE _ 1 :

(  0.96 )"2 _ 1 =

(0.9798 ) - 1 :

-0.0202 = -2.02%19

20

21

22

23

So the geometr ic  mean calculat ion i l lust rated above prov ides a t ruer

p i c t u re  o f  w ha t  happened  t o  you r  o r i g ina l  $100  ov e r  t he  t w o-year

investment period .

24
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As can be seen in the preceding example, in a situation where return

variability exists, a geometric mean will always be lower than an arithmetic

mean, which probably explains why utility consultants typically put up a

strenuous argument against the use of a geometric mean

6 Can you cite any other evidence that supports your use of both a

geometric and an arithmetic mean?

Yes. in the third edition of their book,Valuation: Measuring and Managing

the Value of Companies, authors Tom Copeland, Tim Koller and Jack

Murrin ("CKM") make the point that, while the arithmetic mean has been

regarded as being more forward looking in determining market risk

premiums, a true market risk premium may lie somewhere between the

arithmetic and geometric averages published in Ibbotson's SBBI

yearbook

Q.

Please explain

In order to believe that the results produced by the arithmetic mean are

appropriate, you have to believe that each return possibility included in the

calculation is an independent draw. However, research conducted by

CKM demonstrates that year-to-year returns are not independent and are

actually autocorrelated (i.e. a relationship that exists between two or more

returns, such that when one return changes, the other, or others, also

change), meaning that the arithmetic mean has less credence. CKM also
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1

2

3

4

5

6

7

8

explain Wvo other factors that would make the lbbotson arithmetic mean

too high. The first factor deals with the holding period. The arithmetic

mean depends on the length of the holding period and there is no "law"

that says that holding periods of one year are the "correct" measure.

When longer periods (e.g. 2 years, 3 years etc.) are observed, the

arithmetic mean drops about 100 basis points. The second factor deals

with a situation known as survivor bias. According to CKM, this is a well-

documented problem with the lbbotson historical return series in that it

g

10

11

12

only measures the returns of successful firms. That is, those firms that

are listed on stock exchanges. The lbbotson historical return series does

not measure the failures, of which there are many. Therefore, the return

expectations in the future are likely to be lower than the lbbotson historical

13

14

15

averages. After conducting their analysis, CKM conclude that 4.0 percent

to 5.5 percent is a reasonable forward looking market risk premium.

Adding the current 5-year Treasury yield of 4.9 percent to these two

16 estimates indicate a cost of equtiy of 8.9 percent to 10.4 percent. Given

17 the fact that utilities generally exhibit less risk than industrials, a return in

18 the low end of this range is reasonable.

19

20 Should any of Mr. Bourassa's testimony that restates your CAPM results

21

22

23

be given any weight?

No. Simply put, Mr. Bourassa wants to have it both ways in regard to

CAPM in this case. First he fails to conduct a CAPM analysis in his direct

.4

A.

Q.

26
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1

2

3

4

5

6

7

9

testimony. In his rebuttal test imony he attacks RUCO and ACC Staff 's

practice of using the betas of publicly traded water utilities and the concept

of beta in general (which is the cornerstone of CAPM theory). Then, after

presenting a number of reasons why he believes that the CAPM model is

problematic, he develops his own set of inputs, along with the calculated

beta that I have used, and then plugs them into the same CAPM model

that  he described on page 30 of  his rebuttal as "f lawed." In short  he

wants the Commission to accept the results of a model that he doesn't

even believe in when his inputs in that model produce results that justify

10 his recommended cost of common equity.

11

12

13

14

Has any of the rebuttal testimony presented by Gold Canyon's witnesses

c o n v i n c e d  yo u  t o  m a ke  a n y u p w a r d  a d j u s t m e n t s  t o  yo u r  r e v i s e d

recommended cost of common equity?

15 No.

16

17

18

Does your silence on any of the issues or positions addressed in the

rebuttal testimony of the Company's witnesses constitute acceptance?

19 No, it does not.

20

21 Does this conclude your surrebuttal testimony on Gold Canyon?

22 Yes, it does.

Q.

A.

Q.

A.

Q.

A.

27
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Composite Statistics: Water Utility Industry

2002 2003 2004 2005 2006 2007 09-11

925.2

107.8
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112.6
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1825
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39.0%
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3057 .5
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3300

4500
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8.0%
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4575
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July 28, 200B WATER UTILITY INDUSTRY 1417

Investors have turned their backs on water util
tty stocks in recent months, sending the perennial
market underperforming Water Utilities Industry
plummeting to the lower levels of the Value Line
investment universe for Timeliness. The group is
now ranked 94th out of 97 industries, based on our
momentum-based ranking system

Ironically, we think that the industry's funds
pentads are actually better than they've been in
years and that the recent pullback was merely a
market correction. Indeed, more normal weather
conditions, a better regulatory environment, and
heavy consolidation augur well for the near-term
profitability of most of the issues covered in the
next few pages

That said, we remain concerned about the i n
dusty's long-term prospects. Although the afore
mentioned changes should boost prof its in the
coming six to 12 months, escalating infrastructure
costsare sti l l  threatening the industry's longer
tern earnings potential. As a result, not a single
issue in this industry holds much 3- to 5-year
appreciation potential, despite the recent selloff
Malting matters worse, none stand out for income
appeal any longer, given that there are better
yield opportunities out there now

infrastructures will probably make it difficult for water
utility companies to maintain the earnings momentum
that we anticipate this year out to late decade. Current
infrastructures are well over 100 years old in many cases
and require maintenance, if not significant rebuilding
Even worse, the agency is stepping up drinking water
purification standards in light of the political angst
currently afflicting the world. In fact, infrastructure
repair costs are expected to climb to the hundreds of
millions of dollars over the next two decades. With this
in mind, it is likely that capital expenditures will con
tinge to rise over the next couple of years. However
many of the smaller water companies lack the capital to
undergo these initiatives and are being forced to shop
their businesses to larger suitors. Many of these bigger
companies, though, with the means to meet these higher
costs, have been using the weakness to improve their
operations and increase their presence. Aqua America
the largest water utility in our Survey, for example, has
been on a major buying spree recently making more
than 100 acquisitions in the past five years. It has
drastically increased its customer base and clearly lm
proved its longer-term prospects. It, therefore, holds the
best 3- to 5-year appreciation potential of the all the
stocks in this industry

Near-Term Outlook
Water utility companies have struggled with unfavor

ably wet weather and an unfriendly regulatory environ
went for the lion's share of the past couple of years
However, both look to be on the mend. Although we
obviously cannot predict the weather, recent results
point to a return to more normalized conditions going
forward. Meanwhile, regulatory bodies, which are de
signed to maintain a balance of power between consul
ere and providers, have been handing down more favor
able and more timely case rulings of late in most
instances. For example, the California Public Utilities
Commission, long an adversary of Cal-based utilities
has undergone a personnel metamorphosis and, subset
quently, has changed its tune. This is extremely good
news for utility companies as they typically file a few
general rate cases each year requesting a step up in
rates

Investment Advice
We recommend d'lat most investors avoid the issues in

the Water Utilities Industry. Not one is timely or holds
above-average 3- to 5-year appreciation potential. A1
though the industry has long been a haven for income
minded investors, such is no longer the case. Higher
interest-rates have increased the income-producing as
peal of alternative investments, making the yields found
in this industry modestly appealing at best. On that
note, we think that the only issue that may stand out at
this juncture is California Water. Its 2 Safety rank
coupled with its historically steady stream of income
may appeal to more-conservative investors. Neverthe
less. we recommend that potential investors take a more
in-depth look at the individual reports of each company
before making a financial commitment

Andre 1 Costanza
Longer-tenll Concerns

Increasingly more rigorous Environmental Protection
Agency (EPA) regulatory laws on pipeline and well

Ill IHc zoos, Value Line Puhlishin8iJ.._. - reserved. Factual material is obtained from sources believed to be rettabte and is provided win nut warranties at any kind
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Lake  and in a reas  d San Bemardno  County .  Acqui red Chaparra l

Ci ty  W ater d Ar izona (10 l00);  11,400 a is lomers .  Has  mu9hiy  515

e mdo y e e s .  ON.  8 »  Dr .  o wn 3 . 1 %  d c o mmo n duc k ( ws  F unny )
C ha i r ma n :  L l o y O  R o s s .  P r e s i de r  &  C E O : F lo y d W i de s .  ln -
cnlporaled: CA Add.:  630 Eos! Foothi ll Boulevard, San Dumas. CA

91773. Ta.: 909-394-3600. Web: www.aswa1er.eom.

BUSINESS:  Ame r i c a n S ta te s  W a te r  Co .  o pe ra te I  h d d h g

c o mpa ny .  ' Thr o ugh i t s  pdndpa l  s ubs i d i a r y .  Go lda i  S la t e  w i t

Company, i t  sunnies water to 75 communit ies in 10 ownlies. Serv-

ice are induce The grealef metropoli tan areas d Los Angeles and
Orange  Count i es .  The  c omply  a ls o  pluv ides  dac ui c  ut i l i t y  s av -

i e e s  lo i ma i e ly  2 3 , 0 0 0  a i s lo me rs  i n t he  da y  d B i g Be a r

stringent with time.

these changes internally and will likely

California Public
Long a

for
report,

quality will likely only grow more
` Unfortunately AWR

does not have the means to fund many of

have to look to equity and debt markets in
order to do so. Such undertakings will
likely cause eamlngs growth to slow con-
siderably in 2007 and to late decade, as
well as preclude the company from partici-
patin in the attractive acquisition mar-
ket. e estimate earnings of $1.65 a share
in 2001.
W e  t h i n k  t h a t  m o s t  i n v e s t o r s  w o u l d
b e  b e t t e r  s e r v e d  t o  l o o k  e l s e w h e r e .  A l -
t h o u g h u n t i m e l y A W R s h a r e s h a v e
t u m b l e d  r o u g h l y  1 0 %  s i n c e  o u r  A p r i l

their 3- to 5-year total-retum
potential is unexciting. given the concerns
we have about infrastructure costs. In fact,
the stock is trading within our 2009-2011
Target Price Ran e. Meanwhile, there are
better income vehicles out there at this
time. It should be noted, however, that the
company's foray into military bases is
paying off. Continued progression in this
area could be accretive to our current
2009-2011 rejections.
Andre .L CPostanza July 28,2006

We have raised our 2006 share-net es-
timate for American States Water by
$0.15, to $1.60. Although $0.11 of the in-
crease is attributable to a better-than-
expected first quarter. we have also raised
our second-half estimate by roughly a
nickel. Usage rates for water are rising.
We suspect that this trend will continue as
the year progresses and weather patters
take a more normal shape. Water con-
sumption levels declined about 4% in 2005
because of unusually rainy conditions.
Meanwhile, we are also encouraged by
recent changes to the
Utilities Commission (CPUC).
nemesis to utility companies looking
rate relief, the C UC is showing signs of
being more business friendly in recent
months. Indeed, the board has been
redesigned and now looks to be handing
down more timely and favorable rulings.
This is a major boon for AWR.
Still, we look for earnings growth to
slow in 2007. Despite the improving regu-
latory backdrop, we remain extremely con-
cemed about elevated infrastructure costs.
given the state of the company's water sys-
tems. Indeed, EPA demands for water

or 1 9

17 ,1
1 3 . 5

Target Price Range
2009 2011
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48
40
32

-24
20
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_ s

I ll
31111111111\

Company's Financial Strength
Sto¢:k's Price Stability
Price Growth Persistence
Eamings Predictability

B ++
( A ) P r i m a r y  e a r n i n g s .  E x c l u d e s  n o n r e c u r r i n g  A u g u s t .

g a i n s :  ' 9 1 ,  7 3 ¢ ;  ' 9 2 ,  1 3 ¢ ;  ' 0 4 ,  1 4 ¢ ,  ' 0 5 ,  2 5 ¢ .  ( B )  D i v i d e n d s  h i s t o r i c a l l y  p a i d  i n  e a r l y  M a r c h ,  ( C )  I n  m i l l i o n s ,  a d j u s t e d  f o r  s p l i t s .

Q u a r t e r l y  e a r n i n g s  m a y  n o t  s u m  d u e  t o  c h a n g e  J u n e ,  S e p t e m b e r ,  D e c e m b e r . I D i v ' d  r e i n v e s t -

i n  s h a r e  c n u n L  N e x t  e a r n i n g s  r e p o r t  d u e  e a r l y  m e n  p l a n  a v a i l a b l e .

e  2 0 0 6 ,  V a l u e  L i n e  P u b l i s h I n c .  A l l  r i g F h l s  r e s e r v e d .  F a c t u a l  m a t e r i a l  i s  o b t a i n e d  f r o m  s o u r c e s  b e l i e v e d  t o  b e  r e l i a b l e  a n d  i s  p r o v i d e d  wM i o r n  wa r r a n t i e s  0 1  m y  l a n d .

T H E  P U B L I S H E R  I S  N O T  R E  P O N S I B L E  O R  A N V  E R R O R S  O R  O M I S S I O N S  H E R E I N . Y\ ! } f l - cDmll ' lEydBI, o  p a r t

d  i t  ma y  b e  r e p r o d u c e d .  r e s o l d ,  s i r r e d  o r  n a n s mi u e d  i n  a n y  p r i me d ,  e l e c l mn i c  o r  o t h e r  f a r m, s e r v i c e  o r  p r o d u c t

T h i 3 \ u b h c a l i o n  i s  s l r i u l y  f o r  s u h s c r i b e f ' s  o wn , ml e ma v l  u s e .

R f  u s In c  g e n e f a i i n g  o r  ma r k e t i n g  a n y  p r i n t e d  o r  e i e n mn ic  p u h d i c a l i n n . i m Ill!
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1.97

1.25

.87

11.18

1.98

1.21

.90

12.29
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.93

13.34
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Net Profit($miIIl
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40.5%

Ni l

Income Tax Rate
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44.2%

54.7%

45.9%

52.0%

453%

50.2%

299.9

443.6

306.7
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30B.6
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333.8

515.4
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12.1%
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14.1'7

7.8%

10,7%

10.8%

7.8%

112%

11.4%
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CAPITAL STRUCTURE as of 3/31/06
Tota l Debt $282.4 mi ll.  Due in 5 Yrs $9.0 mi ll.
LT Debt $273_8 mm. LT Interest $18.5 mill.

(LT interest earned: 3.5x, total i lL coy.: 3.2x)

Pension Assets-12/05 $70.2 mill

Oblong.$103_2 mill.
P f d Stock $3.5 mill. P f d Div 'd $.15 mill.
139,000 shares, 4.4% cumulative (825 par)

Common Stock 18,406,638 she.
as of 5R106
MARKET CAP: $675 million (Small Cap)

2005 3I31los2004

5 .1
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44 .3

28 .9
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44 .8
a2 .3

3 7 0 %

9 .5
42 .7
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36 .1
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39 .5
76 .8
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51 .8

70 .4

19 .8
1.1

38 .3
57 .2

3 3 8 %

CURRENT POSITION
3\MILL)

C a As s e ts
Othe r
Current  Asse ts

Acc ts  Payable
De bt  Due
Ot he r
Cun'ent  L iab.

F ix.  Chg.  Cov .

P a s t
10 Yrs.

P a s t Est'd '03-'05
Yrs. to '09-'11
2 . 0 % 3 . 5 %

-0.5% 4 . 5 %
-4.0% 4 . 5 %
1 . 0 % 1.0%
1 5 % 5 . 0 %

a 0 %
2 . 5 %
0 . 5 %
1 .5%
2 . 5 %

ANNUAL RATE S
of change (per sh)
Rev enues
"Cash Flow"
Eamings
Div idends
Book Va lue

Cal-
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QUARTERLYREVENUES(S mill.)
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Full
Year

2003

2004

2005

2006

2007

69.5

69.4

77.B

80.0

ss .o

88.2

91.1

101.1

105

110

58.0

88.9

81.5

94.8

100

51.3

60.2

50.3

65.2

70.0

277.1

315.6

320.7

3 4 5

365

Cal-
endar

EARNINGS PER SHARE AE

Mar.31  Jun .30  Sep.30 Dec.31
Full
Year

2003

2004

2005

2006

2007

.41

.20

.32

.33

.35

.53

.59

.71

.72

.14

.30

.59

.41

.56

.58

d.05

.08

.03

.04

.0a

1.21

1.46

1.47

1.65

1.75

Cal-
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QUARTERLY DNIDENDS PAID B l

Mar.31 J un.3 0  Se p.3 0 Dec.31

Full
Year

2002
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2004

2005

2006

.pa

. s a t

.2B3

.285

.28

.281

.283

.285

.28

.281

.283

.285

.2875

.28

.281

.283

.285

.2875

1.12

1.12

1.13

1.14

3.8%

69%

5.0%

58%

2.8%

74%

3.5%

70%

1.8%

82%

NMF

119%

1 9 %

90%

.7%

91%

2.1%

77%

2.1%

77%

1 5 %

73%

4.0%

63%

Retained to Com Eq

All Div'ds to Net Prof

1 0 %

67%

1

(11100). Revenue breakdown, '05: residential, 69%, business, 18%
public authorities, 5%, industrial, 4%; other, 4%. '05 reported
depress. rate: 3.6% Has about 840 employees. Chairman: Robert
W. Foy. President & CEO: Peter C. Nelson. Inc.: Delaware. Ad-
dress: 1720 North First Street, San Jose, California 95112-4598.
Telephone: 408-367-8200. Internet; www,calwater.com.

BUSINESS: California Water Service Group provides regulated and
nohregulated water service to over 2 million people (45G.700 cus-
tomers) in 75 communities in California, Washington, and New
Mexico. Main service areas: San Francisco Bay area, Sacramento
Valley, Salinas Valley, San Joaquin Valley 8 parts M Los Angeles.
A aired National Utility Company (5104), Rio Grande Corp.

remain a thorn in the company's side
going forward, though. The costs of
maintaining well and pipeline infrastruc-
tures continue to rise due to the growing
demands of the EPA for drinking water
standards. However, CWT does not cur-
rently have the means to continuously
meet these expenses and will likely have
to look to equity and debt markets to foot:
the bill. Meanwhile, we our also concerned
that the financial burden will prevent
CWT from taking advantage of the highly
fragmented industry and making acquisi-
tions. Therefore, we look for bottom-line
growth to moderate considerably in 2007
and thereafter out to late decade.
Most investors will want to tadce a
pass on these untimely shares. Indeed,
they still hold below-average 3- to 5-year
appreciation potential, despite about a
25% slide in price since our April review.
(Business appears to be fine, although the
stock got ahead of itself.) Dividend growth
is likely to be slow but steady However,
the current yield doesn't especially stand
out. Income-minded investors have better
alternatives to choose from.
Andre J. Costanza July 28, 2005

California Water Service Group looks
to be dealing with a more favorable
regulatory administration. In the past,
the California Public Utilities Commission
(CPUC), which is in charge of supervising
local utilities, was not very friendly to
those seeking rate relief. Indeed, decisions
were typically unfavorable compared to
other states and, in many cases, delayed.
However, since taking office, Governor
Schwarzenegger has made it a priority co
correct the regulatory environment. Per-
sonnel changes made under his tenure
have improved the climate for rates of re-
turn, and significantly cleared the backlog
of cases pending decisions. This is obvious-
ly a positive development for CWI`, which
files a general rate case (GRC) each year
for eight of its 24 districts. It is currently
waiting for a ruling on its 2005 GRC, re-
questing about $11 million, assuming a
12.23% return on equity Meanwhile, the
commission has also ruled that utilities
could recover costs tracked in balancing
accounts without having to pass an earn-
ings test. We look for a double-digit eam-
ings advance this year.
Infrastructure costs wi l l  probably

I } r

29 .5
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(A) Basic EPS. Excl. nonrecurring gain (loss):
'00, (7¢), '01, 4¢; 02, 8¢. Next earnings report
due late Ocluber.

May, Aug.,  and Nov. l

Company's Financial Strength
Stock's Price Stability
Price Growdi Persistence
Earnings Predictability

(B) Dividends historically paid in mid-Feb., c) Ind. deferred charges. in '05: $63.9 mill. ,
D ied reinvestment plan 3.47lsh.

available. D) In millions, adjusted for spli t
E) May not total due to change in shares.
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10.00

.95

.45

.25

Revenues per sh

"Cash Flow" per sh

Eamings per sh A

Dlv'd Decl'd per sh B

12.10

1.25

.70

.31

1.50

6.95

Cap'I Spending per sh

Book Value per sh °
1.90

7.90

23.00 Common Shs  Outs fg c 24.00

mes are
Line
:tea

Avg Ann'I PIE Ratio

Relative PIE Ratio

Avg Ann' l mv 'd Yie ld

21.o

1.40

1.5%

230
10.0

Revenues ($miII)
Ne! Profit ($miII)

290

15.0

36.0%

11.0%

Income Tax Rate

AFUDC v. to Net Profit

36.0%

11.5%

47.5%

52.5%

Long-Term Debt Ratio

Common Equity Ratio

46.5%

53.5%

305
410

4.5%

Total Capital ($miII)
Net Plant ($milI)
Recur on Total Cap'I

355
545

5.5%

6.0%

6.5%

Recur on Shr. Equity

Rear on Com Equity

8.0%

8.0%

2006
9.35

.as

.37

.23

1.50

6.70

23.00

so r e
Vale
as

215

8.0

35.0%

11.5%

44.5%

55.5%

280

375

4.0%

5.0%

5.0%

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 z001 2o02 2003 2004 2005

3.58

.46

.22

.18

3.34

.pa

.02

.18

3.77

.44

.19

.18

4.03

.ea

.08

.14

4.20

.38

.09

.08

4.84

.44

.12

.08

5.31

.46

.15

.09

5.51

.53

2 1

.09

5.63

.59

.25

.10

6.16

.55

,31

.11

7.49

.76

.38

.13

8.15

.87

.42

.14

9.12

.BS

.39

.15

10.70

.91

.44

.16

9.23

.67

.23

.18

9.10

.18

.34

.20

.50

2.57

.39

2.41

.42

2.42

.so

2.31

.72

2.31

.84

2.45

.95

2.40

.74

2.52

1 9

2.70

.53

3.05

.55

3.44

1.06

3.84

1.78

4.27

1.14

4.90

1.26

6.17

1.66

6.49

11.48 11.60 11.80 11.97 12.13 11.74 12.45 12.65 12.83 13.12 13.99 14.11 14.35 16.17 20.36 22.33

142

1.05

5.7%

NMF

NMF

5.5%

14.5

.B8

6.8%

35.8

2.11

4.7%

22.3

1.46

4.2%

14.5

.98

4.7%

16.5

1.03

3.4%

15.9

,av

2.7%

17.2

.89

2.3%

1 9 5

1.12

1.8%

17.0

1,11

2.0%

19.8

1.01

1.7%

24.8

1.35

1.5%

21.2

1.21

1.7%

NMF

NMF

1.5%

35.5

1.90

1.6%

173.0

7.2

188.0

4.5
66,2

1.9

71.0

2.5

72.2

3.4

50,9

4.2

104.7

5.4

115.5

6.2

130.8

6.0

203.2

7.3

36.1%

11.0%

36.0%

9.5%
41.s% 41.5% 39.5% 39.0% 37.0% 36.0%

14.4%

34.9%

3.2%

35.9%

502%

48.9%

47.9%

513%

4a17'v.

50.5%

45.2%

54,1%

4B.B%

501%

51.4%

48.2%

56.7%

42.9%

47.9%

51.8%

47.9%

52.0%

44.7%

55.1%

61.1

91.4

5.5%

52.2

102.1

G.B%

58.5

109.2

7.1%

73.9

1 1 3 ]

7.5%

9 5 0

157.8

7.6%

113.0

171.1

7.6%

142.8

203.9

5.8%

152.8

219.5

6.2%

242.0

302.6

3.1%

262.9

344.8

4.1%

6.3%

6.3%

8.0%

B.1%

95%

9.5%

103%

10.4%

11,1%

11.1%

11.4%

11.4/1

9.7%

9.7%

9.0%

9.1%

3.6%

3.6%

5.0%

5.0%

CAPITAL STRUCTURE as of 3/31/06
Total Debt $132.1 mm. Due in 5 Yrs  $45.0 mill.
LT Debt $122.6 mill. LT Interest $7.0 mill.
(Total interest coverage: 1.4x) (45% of Cap'l)

Leases, Uncapitalized: Annual rentals $6.7 mill.

Pension Liability None

Pfd Div 'd $24,000Pfd Stock $461 ,000

Common Stock22,567,379 she.

as of 515105
MARKET CAP: $275 million (Small Cap)

2005 3/31/062004

2 .6
25 .8

3 .0
26 .5

11 .0

4 5 . 4

5.7
9 .5

19 .6
35 .8

1 .9
23 .9

1 .9
1 7 . 6
45 .3

1 2 . 3
3 .4

2 0 . 0

35 .7

1B.2
47 .7

10 .0
9.5

21 .1

4 0 . 5

CURRENT POSIT\ON
($mn.L.)

Cash Asse ts
Re c e i v a bls A C  )
l  v  s t o r y k g s t
8theer
Current  Asse ts
Acc ts  Payable
D e bt Du e
Othe r
Current  L iab.

Past Est 'd '03- '05
yrs . to '09-'11
B.5% 4 . 0 %
3 . 5 % 8 . 0 %
1 . 5 % 12.0%

1 0 . 0 % 9 . 0 %
1 4 . 0 % 5 . 0 %

Past
10 Yrs.

B .5%
7 . 0 %

1 3 . 5 %
5 . 0 %
9 . 5 %

ANNUAL RATES
of change (per sh)
Re v e nue s
"Ca s h F lo w"
E a mlngs
Div i dends
Bo o k Va lue

Cal-
endar

0UARTERLV REVENUES (S mm.)
Mar.31 Juh.3ll Sep.30 Dec.31

Full
Year

2003

2o04

zoos

2006

2007

44.0

47.5

52.0

49.2

53.0

51.4

55.0

54.7

60.0

63.0

41.5

45.7

51.3

55.0

60.0

35.1

39.8

45.2

50.8

54.0

173.0

188.0

203.2

215

230

cal-
endar

EARNINGS PER SHARE A

Mar.31  Jun.  30  Sep.  30  Dec .  31
Full
Year

2003

2004

2005

2006

2007

d.01 .13

.13

.15

.12

.15

.21

.12

.14

. 1 5

.16

d.01

.03

.04

.11

d.02

.06

.07

.10

.44

.pa

.34

.37

.45

Cal-
endar

QUARTERLY DMDENDS PAID 8
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2002

2003

2004

2005

2006

.030

.046

.050

.052

.038

.042

.046

.048

.052

.038

.042

.046

.048

.052

.038

.042

.046

.048

.052

.15

.17

.19

.20

2.9%

55%

4.5%

45%

6.0%

38%

7D%

33%

7.8%

31%

7.8%

32%

6.3%

36%

5.8%

36%

.8%

78%

2.1%

58%

2.0%

63%

1 5 %

60%

Retained to Com Eq

All Div'ds to Net Prof

4.0%

47%

publi c  wa te r  ut i l i t i e s  i n Cdi la mi a ,  Ne w Me xi c o ,  Okla ho ma ,  a nd

Te xa s .  Se rv i c e s  due s  mo o dy  ma i nte na nc e  wo rk o n a  c o nt ra c t

basis. Off. & Dir. own 8.2% of com. she., T. Rowe Price, 5.B% (4/06

proxy).  Chairman: Anton C. Gamier;  CEO: Mark Swatek.  Inc . :  DE.

Addi . :  One W i lshire Bui lding, 624 S. Grand Avemie. Ste. 2900, Los

Angeles, CA 90017. Ta.: 213-929-1800. Internet www.sww<;com.

BUSINESS: Southwest Water Company provides a broad range of

serv ices  induc ing wa te r  produc t ion,  t rea tment  and dis t r i but ion,

wastewater collec t ion and treatment,  ut i li ty  bi lling and collec t ion,

ut i l i t y  inf rasW cture  cons t ruc t ion management ,  and publi c  works

serv ices. I t  operates out at  two groups, Ut i li ty  (39% of 2005 rave

hues) and Serv ices (81%) Uti li ty  owns and manages rateregulated

C h a n g e s  o n  t h e  r e g u l a t o r y

C a l i f o r n i a  s h o u l d

i c e s  G r o u p .  M a r g i n s  h a v e  b e e n  s p r e a d

t h i n  h e r e  o v e r  t h e  l a s t  f e w  q u a r t e r s ,  a n d

d u r i n g  t h e  M a r c h  i n t e r i m  t h e  b u s i n e s s  f e l l

b a c k  i n t o  t h e  r e d .  W h i l e  t h e  r e c e n t l y  a c -

q u i r e d  ( i n  2 0 0 5 )  A l a b a m a  w a s t e w a t e r  s y s -

t e m  h a s  h e l p e d  i n c r e a s e  r e v e n u e s ,  f i x e d

c o s t s  h a v e  e x p a n d e d  a t  a n  e q u i v a l e n t  r a t e .

S e r v i c e s o p e r a t e s a p p r o x i m a t e l y 7 3 0

v e h i c l e s ,  w h i c h  d r i v e  1 8  m i l l i o n  m i l e s  a n -

n u a l l y .  H i g h e r  g a s o l i n e  c o s t s  h a v e  o f f s e t

m u c h  o f  t h e  t o p - l i n e  g a i n s  i n  t h i s  s e g m e n t .

H o w e v e r ,  m a n a g e m e n t  a n t i c i p a t e s  i t  w i l l

b e  a b l e  t o  s h r i n k  t h e  c o s t  b a s e  w i t h  i m -

p r o v e d  c o n t r a c t  p r i c i n g  o v e r  t h e  n e x t

s e v e r a l  m o n t h s .

D e s a l i n a t i o n  t e c h n o l o g i e s  p r o v i d e  a n -

o t h e r  a v e n u e  o f  g r o w t h .  T h e  U n i t e d

S t a t e s  h a s  b e e n  s l o w  t o  a d o p t  d e s a l i n a t i o n

a s  a  w a y  t o  b o o s t  w a t e r  s u p p l y  H o w e v e r ,

s a l t w a t e r  i n t r u s i o n  i n t o  m a n y  c o a s t a l

s t a t e s  m a y  w e l l  m a k e  t h i s  t e c h n o l o g y  c o m -

p e l l i n g  f o r  m a n y  c i t i e s .  S o u t h w e s t  s t a n d s

t o  b e n e f i t  f r o m  a n y  s h i f t  t o w a r d s  d e s a l i n a -

t i o n ,  g i v e n  i t s  e x p e r i e n c e  i n  t h e  f i e l d .

N o n e t h e l e s s ,  t h i s  u n t i m e l y  s t o c k  h a s

l i m i t e d  a p p r e c i a t i o n  p o t e n t i a l ,  b a s e d

o n  i t s  c u r r e n t  q u o t a t i o n .

P r a n e e t h  S a t i s h J u l y  2 8 , 2 0 0 6

S o u t h w e s t  W a t e r  C o m p a n y  i s  s t r u g -

g l i n g .  F i r s t - q u a r t e r  s h a r e  n e t  w a s  a

p e n n y  a b o v e  o u r  e s t i m a t e ,  b u t  t h e  o u t -

p e r f o r m a n c e  w a s  f l e e t i n g .  M a n a g e m e n t  r e -

v i s e d  d o w n  i t s  f u l l - y e a r  s h a r e  e a r n i n g s  e s -

t i m a t e ,  a c c o r d i n g l y ,  w e  h a v e  r e d u c e d  o u r

2 0 0 6  a s s e s s m e n t  b y  $ 0 0 5  ( 1 2 % ) .

f r o n t  i n

f u e l  p r o f i t  g r o w t h

a t  t h e  U t i l i t y  G r o u p  i n  t h e  c o m i n g

y e a r s .  P r o f i t a b i l i t y  f o r  a  w a t e r  u t i l i t y  i s

l a r g e l y  d e p e n d e n t  o n  s t a t e  c o m m i s s i o n s .

T h e  c o m m i s s i o n  d e t e r m i n e s  t h e  r e t u r n  o n

i n v e s t m e n t  f o r  a  u t i l i t y  b a s e d  o n  i t s  o p e r a -

t i n g  c o s t s  a n d  c a p i t a l  e x p e n d i t u r e s  m a d e

t o  m a i n t a i n  t h e  u n d e r l y i n g  i n f r a s t r u c t u r e .

C a l i f o r n i a G o v e r n o r S c h w a r z e n e g g e r

n o m i n a t e d  t w o  c a n d i d a t e s  t o  f i l l  v a c a n t

s p o t s  o n  t h e  C a l i f o r n i a  P u b l i c  U t i l i t i e s

C o m m i s s i o n  ( C P U C )  e a r l y  l a s t  y e a r .  U n t i l

r e c e n t l y ,  r e t u r n  o n  i n v e s t m e n t s  a l l o w e d  b y

t h e  C P U C  h a d  b e e n  b e l o w  t h o s e  o f  m a n y

o t h e r  s t a t e s .  W i t h  t h e  r e g u l a t o r y  s i t u a t i o n

i m p r o v e d ,  S o u t h w e s t  i s  s e e l d n g  a n  1 1 %  r e -

t u r n  o n  e q u i t y  i n  i t s  l a t e s t  f i l i n g  w i t h  t h e

C P U C ,  c o m p a r e d  t o  t h e  c u r r e n t  a l l o w e d

r e t u r n  o f  9 . 8 % .
I n c r e a s e d  c o s t s  a r e  h u r t i n g  t h e  S e r v -

Ir r s

Target Price Range
2009 2011

40

32

24

16

12
10

8

5

--4

H

$1,B1lshare. Company's Financial Strength
Stock's Price Stability
Price Growth Persistence
Earnings Predictability

100

(A) Diluted earnings. Excludes nonrecurring April, July, and October.
gains (losses): '00, (3¢), '01, (5¢), '02, 1¢, '05, (C) In millions, adjusted for splits.
(23¢). Next earnings report due early August.
(B) Dividends historically paid in late January, (D) Includes intangibles. In 2005: $35.9 million,
° 2006, Value Line Publishing, lm; All rigFhls reserved. Factual material is obtained from sauces believed lo be reliable and is provided viilhom warranties of H13 kind.
THE PUBLISHER IS NOT RE PONSIBLE OR ANY ERRORS OR OMISSIONS HEREIN. 'l'his publicanun is strtniy for subscriber's own, man-cammaual, Internal use. o pan 1
d H may be reproduced. resold, stared of transmitted in any printed, electronic or other furn. or used for generating or marketing any primed Ur electronic publication. service or product.
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3.85

1.21

.71

.40

4.15

1.30

.15

.44

4.50

1.40

.85

.49

Revenues persh

"CashFlow" per sh

Earnings per sh A

Div'd Ded'd perch 81

5.05

1.85

1.20

.66

1.84

6.30

1.90

6.75

2.15

7.20

Cap'l Spending per sh

Book Value per sh

2.60

9.00

128.97 130.00 131.00 CommonShs 0utst'g c 134.00

31,8

1.10

1.8%

sum ng
Value
erin

1115 are

Ume

Otes

Avg Ann'l PIE Ratio

Relative PIERatio

Avg Ann'l Div'd Yield

23.0

1.55

2.4%

496.8

91.2

540

10a

605

110

Revenues ($miII)
Net Profit ($miII)

675

160

38.4%

2.6%

39.0%

2.5%

39.0%

2.5%

Income Tax Rate

AFUDC % m Net ProE!

39.0%

10%

52.0%

48.0%

51.0%

49.0%

51.0%

49.0%

Long-Term Deb! Ratio

Common Equity Ratio

51.0%

49.0%

1690.4

2280.0

1785

2410

1920

2545

Total Capital ($miII)

Ne!Plant ($miII)

2455

3010

6.9%

11 .2%

11 .2%

7.0%

11.5%

11.5%

7.5%

11.5%

11.5%

Return on Total Cap'l

Recur on Shr. Equity

Return on Com Equity

8.0%

13.5%

13.5%

z001 2002 2003
2.10

.as

.51

.to

2.85

.94

.54

.32

2.97

.96

.57

.35

1.09

4.15

1.20

4.36

1.32

5.34

113.97 113.19 123.45

23.6

1.21

2.5%

23.6

1.29

2.5%

24.5

1.40

2.5%

307.3

58.5

322.0

62.7

367.2

67.3

39.3% 38.5% 39.3%

52.2%

47.7%

54.2%

45.8%

51 .4%

48.5%

990.4

1368.1

1076.2

1490.8

1355.7

1824.3

7.8%

12.3%

12.4%

7.s~/.

12.7%

12.7%

6.4%

10.2%

10.2%

2004
3.48

1.09

.64

37

1.54

5.89

127.18

25.1

1.33

2.3%

442.0

80.0

39.4%

2.9%

50.0%

50.0%

1497.3

2069.8

6.7%

10.7%

10.7%

2000
2.45

J e

.47

.28

1.16

3.85

111.82

18.2

1.18

3.3%

275.5

50.7

8.9%

52.0%

47.8%

9011

1251.4

7.4%

111%

11 .7%

1999
2.41

.72

.42

.27

.90

3.42

106.80

21.2

1.21

3.0%

2573

45.0

38.4%

52.9%

467%

7B2.7

11354

7.5%

12.2%

12.3%

1990 1991 1992 1993 1994 1995 1996 1997 1998

2.02

.43

.24

.19

2.14

.45

.25

.19

1.82

.39

24

.20

1.70

,42

.24

.21

1.82

.42

26

.21

1.54

.47

.29

.22

1.86

.so

.30

.23

2.02

.56

.34

.24

2.09

.61

.40

.26

.76

2.10

.54

2.07

.60

2.09

.47

2.29

.46

2.41

.52

2.46

.48

2.69

.SB

2.84

.82

3.21

40.64 41.42 51.20 59.40 59.77 63,74 65.75 67.47 72.20

17.8

1.03

3.9"/»

22.5

1.17

2.9%

10.2

.75

7.7%

10.8

.69

7.2%

12.5

.75

6.8%

14.4

.85

5.9%

13.5

.89

6.0%

12.0

.B0

6.2%

15.5

.98

4.9%

122.5

19.8

136.2

23.2

151.0

2B,B

41.4% 40.6% 40.5%

sum.

44.0%

54,4%

44.8%

527"/»
46.5%

401.7

502.9

427.2

534.5

496,15

509.8

6.8%

101%

112%

7.4%

11.9%

12.0%

7.5%

123%

12.4%

CAPITAL  sTRuctuRE as of 3131/06
Total Debt $1108.4 mill. Due in 5 Yrs $280.0 mill.
LT Debt $916.5 mill. LT Interest $50.0 mill.
(LT interest earned: 3.4x, total interest coverage:
2.9x) (53%04' Cap'l)

Pension Assets-12/05 $117.7 mill.
Oblig. $179.7 mill.

Pfd Stock None
Common Stock 129,512,881 shares

as of 4121106

MARKET CAP: $2.9 billion (Mia Cap)

2004 2005 3131106

13.1
64.5
6.9
5.5

90.1

23.5
135.3

58.6
217.4

384%

11.9
82.7
7.8
7.6

90.0
55.5

163.1
44.7

263.3

377%

51 .4
57.6
B.B
B.0

125.8

29.9
191 .9

46.7
268.5

2B4%

CURRENT PDSITION
(SMILL)

Cash Assets
Receivable?As C rt
lnvento k g  s
Other ry
Current Assets

Accts Payable
Debt Due
Other
Current Limb.

Fix. Chg. Cov.

Est'd '03~'05
to '09-'11

7.0%
9. 0%

11 . 0%
10. 0%

7.0%

Past
Yrs.
8.0%
9.5%
8.5%
5.5%

11.0%

Past
10 Yrs.

7.0%
9.5%
9.0%
6.0%
9.5%

ANNUAL RATES
d change (persh)
Revenues
'Cash Flow"
Eamings
Dividends
Book Value

Cal-
endar

QUARTERLY REVENUES (s mill.)
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2003

2004

2005

200s

2007

80.5

99.8

114.0

117.9

135

83.4

106.5

123.1

135

150

102.1

120.3

136.8

145

165

101.2

115.4

122.9

142.1

155

367.2

442.0

496.8

540

605

Cal-
endar

EARNINGS PERSHAREA

Mar.31 Jun.30 Sep.30 Dea31
Full
Year

2003

2004

2005

2006

2007

.18

.20

.22

.25

.28

.11

.13

.15

.13

.16

.14

.14

.17

.17

.19

.14

.17

.17

.20

.22

.57

.54

.71

.75

.as

Cal-
endar

QUARTERLY DIVDENDS PAID B l

Mar.31 Jun.30 SeD.30 Dec.31
Full
Year

2002

2003

2004

2005

2006

.0B4

.09

.09B

.108

.08

.084

.09

.098

.08

.084

.09

.098

.108

.08

.0B4

.09

.098

.108

.32

.34

.37

.40

2.8%

75%

3.6%

70%

4.5%

64%

43%

85%

4.7%

60%

5.1%

59%

5.2%

59%

4.2%

59%

4.5%

57%

4.9%

56%

i 0%

57%

5.5%

58%

Retained to Com Eq

All Div'ds to Net Prof

6.0%

55%

others. Water supply revenues '05; residential, 59%, commercial,

15%' industrial & other, 26%. Officers and directors own 1.2% of

the common stock (4106 Proxy). Chairman 8 Chief Executive Of-

ticen Nicholas DeBenedictis. Incorporated: Pennsylvania. Address:
762 West Lancaster Avenue, Bryn Mawr, Pennsylvania 19010. Tel-

ephone: 610-525-1400. Internet wvvw.aquaamerica.com.

BUSINESS: Aqua America, Inc. is the holding company for water

and wastewater utilities that serve approximately 2.5 million resi-

dents in Pennsylvania, Ohio, North Carolina, Illinois, Texas, New

Jersey, Florida, Indiana, and live other states. Divested three of

four nm-water businesses in '91, telemarketing group in '93' and

others. Acquired AquaSource, 7/03, Consumers Water, 4/99, and

ought to contribute roughly $0.02 a share
to the bottom line beginning in 2007. Aqua
already supplies water to New York, but
because New York Water Service does not
encroach on any existing infrastructure,
cannibalization should be minimal. New
York will become Aqua's seventh-largest
state when the deal closes later this year.
The company's growth st rategy,  for
the most part, centers around acquisi-
tions. The highly fragmented nature of
the water industry facilitates industry con-
solidation by big players like Aqua. Many
of the smaller water utilities are run less
efficiently than Aqua's divisions, it is their
capacity for improvement that make them
good targets for acquisition. The compa-
ny's most recent purchase was a troubled
water system in North Carolina, bringing
the total number of transactions closed
this year to 10. We expect another five
deals to close by yearend.
This  s tock i s  ranked 5 (Lowest )  for
year-ahead performance. Despite a
recent price drop, Aqua is still trading at a
hefty premium, Moreover, the water utili-
ty sector seems to be cooling down.
Praneeth Salish July 28, 2006

Aquas total cus-
(5%). As well, it

Aqua America is suffering from regu-
latory lag. First-quarter share net was
$0.13, a bit below our estimate, and reve-
nues, too, fell slightly (2%) short of our tal-
ly- The water utilities giant is being hurt
by high fuel costs and unfavorable timing
of its rate cases. The company is awaiting
judgment on over $50 million of annual
rate hikes. The stock has come under in-
creasing pressure since management an-
nounced first»half earnings growth in 2006
would be below historical averages. There-
fore, we suspect profit growth d'xis year
will be confined to the latter two quarters.
Accordingly, earnings comparisons
should tum positive by the September
interim. Aqua announced in June that a
rate case settlement was approved in
Pennsylvania. The win will augment an-
nual revenue by about $25 million, a 9.2%
increase over current rates in the state.
The new rates should take effect in time to
support third-quarter revenue growth.
The acquisi t ion of  New York W ater
Serv ice should fur ther  top- l i ne ad-
vances in 2007. The system would cost
$51 million and enhance '
tamer count by 135,000

v 9 I)

8.5
4.4

Target Price Range
2009 2011

I

ET

48
40

32

24
20
15

12

B

_s

IIIIH

II.

III ,iiun
l l .II

mama

(A) Primary shares outstanding through '96,
diluted thereafter. Exd. nor rec.

(C) In millions. adjusted for stock splits, Company's Financial Strength
Stock's Price Stability
Price Growth Persistence
Eamings Predictability

disc. operations: '96, 2¢. Next earnings report
gains (losses): due early Au81sL (B) Dividends historically

'90, (3B¢), '91, (34¢), '92, (3B¢), 99, (11¢), '00, paid in early arch, June, Sept & Dec. I Div'd.
2¢, '01, 2¢, '02, 5¢, '03, 4¢. Exd. gain from reinvestment plan available (5% discount).
ea zoos, Value Line Publishing, inc. All new reserved. Factual material is obtained [mm sources believed lo be reliable and is provided wsmuut warranties d Engkind.
THE PUBLlSHER IS NOT RE PONSIBLE OR ANY ERRORS GR OMISSIONS HEREIN. HOH{DMMHU8l, o part
N it maybe reproduced, resold, sured M WnmMM in any printed, e1m0dc m other ram, service or product.

1h;l1blica\icn is strict lot subscn'ner's own, lend use.
M u for generating Ur marketing any primed of eleammc pubiicaliun, H m

100
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DOCKETEU BY

532 C* > V
|

1881 344 '25

€28?'2;w\,S x
DOC UIHRQL

Passed

:>91G NA

.@2=

vo

\'\
MAYES PROPOSED AMENDMENT # ;

DATE P REP ARED: J une  25 , 2007

THIS AMENDMENT:
Passed as amended by

Not Offered
L¢>0C.'(,

COMPANY: Gold Canyon Sewer Co. AGENDA ITEM no. U-3

DOCKET no. SW-02519A-06-0015 OPEN MEETING DATE: June 26-27, 2007

P a ge  25, DELETE line s  11 through 18, INS ERT:

"We agree with RUCO's hypothetical capital structure of 40 percent debt and 60 percent equity.
A capital structure comprised of 100 percent equity would be viewed as having little to no
financial risk. The proposed capital structure adopted by the Commission will bring the
Company's capital structure and weighted cost of capital in line with the industry average, but
more importantly, it will result in lower rates for the customers of the system. We therefore
adopt a hypothetical capital structure of 40 percent debt and 60 percent equity."

Page  29, Line  4, DELETE: "S ta ff's " INSERT: "RUCO's"
Arizona corporation Commission

DOCKETEDPage  29, Line  5, DELETE: "S ta ffs" INSERT: "RUCO's"

Page  29, Line  10, DELETE: "S ta ffs" INSERT: "RUCO's" JUN 252007

Page  29, Line  11, DELETE: "S ta ff's" INSERT: "RUCO's"

P a ge  30, DELETE line s  4 through 13, INS ERT:

"We believe that RUCO's recommendation for a 8.60 percent cost of equity capital is
appropriate, and will adopt it in this case. RUCO's expert witness relied on a DCF model and a
CAPM analysis for calculating his cost of equity capital. We believe that adoption of RUCO's
recommendations results in just and reasonable rates and charges for Gold Canyon based on the
record of this proceeding.

We therefore adopt a cost of equity of 8.60 percent, which also results in an overall weighted
cost of capital of 8.54 percent."

Page 30, Line  16, DELETE: "$1,822,101" INSERT: "$1,447,910"

P a ge  30 , Line  17  % DELETE: "327,982" INS ERT: "$533,140"

P a ge  30 , Line  18  % DELETE: "9 .20%" INS ERT: "8 .60%"



P a ge  30, Line  19 DELETE: "$1,446,772" INS ERT: "$1,342,982

P a ge  30, Line  19 % DELETE: "1,118,791" INS ERT: "$809,843

Page 30, Line  20 % DELETE: "$1,822,101" INS ERT: "$1,447,910

P a ge  31, Line  9, DELETE: "74" INS ERT; "59

P a ge  31, Line  9, DELETE: "$60.89" INS ERT: "$55.62

Page  46, DELETE lines  12 through 13, INSERT

36. A rate of return onFVRB of 8.60 percent, based on a hypothetical capital structure of 40
percent debt and 60 percent equity, is reasonable and appropriate

Page  46, Line  14, DELETE: "$1,822,101" INS ERT: "$1,447,910

Make all conforming changes
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To help cover the story for the L.A. Times, I left my wife to care for our 10-day-

old daughter and 2-year-old son and flew into the city with a small team of Los

Angeles-based trauma doctors and nurses. We found a surreal, smoking ruin of a

city with roads twisted like coils of rope, high-rises tilted at Dr. Seuss angles and

thousands of middle-class families jammed into dingy, ice-cold rooms in the few

public buildings left standing.

Ten years ago next Monday, a massive earthquake rolled under the Japanese city

of Kobe at dawn, toppling 140,000 buildings, causing 300 major fires, killing

more than 5,000 people and leaving 300,000 homeless.

Fresh waters getting scarce, and it has no substitutes. For investors in companies
that can supply our Increasingly thirsty planet, that spells opportunity.

SuperModels
Invest in the coming global water shortage

Just as in the tsunami zone of South Asia this month, the immediate health

danger, besides a possible outbreak of disease, was a lack of fresh water. More

than 75% of the city water supply was destroyed when underground pipes

fractured. As much as they desired pallets of drugs, food, blankets and tents sent

from throughout Japan and abroad, the Kobe survivors coveted -- and needed --

clean, bottled water for cooking, drinking and bathing.

By Jon D. Markmarl

Page  1 of 5
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Get market
news by

Both incidents are a stark reminder that water is our

most precious resource. Because it is seemingly

ubiquitous in the United States, it is taken for granted.

Massive snowstorms in California this month have loaded up the snowpack that

provides water there, and rains in the Southeast are filling reservoirs in that part

of the country.

Find It! The rest of the world, however, is not so fortunate.
Article Index
Fast Answers
Tools Index

Site map
Not making any more water

There is no more fresh water on Earth today than there was a million years ago.

Yet today, 6 billion people share it. Since 1950, the world population has

doubled, but water use has tripled, notes John Dickerson, an analyst and fund

manager based in San Diego. Unlike petroleum, he adds, no technological

innovation can ever replace water.

China, which is undergoing a vast rural-to-urban population migration, is

emblematic of the places where water has become scarce. It has about as much

http://moneycentra l.msn.com/content/P102152.asp?Printe r

Money

9/11/2007
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water as Canada but 100 times more people. Per-capita water reserves are only

about a fourth the global average, according to experts. Of its 669 cities, 440

regularly suffer moderate to critical water shortages.

Page  2 of 5

Purchase
Jon Marksman's book

"Swing Traciinq"
at MSN Shopping.

Although not widely appreciated, water has been recognized by conservative

investors as an investment opportunity -- and it has rewarded them. Over the

past 10 years, the Media General water utilities index is up 1330/0, double the

return of the Dow Jones Utilities Index ($UTIL). Over the past five years,

water utilities are up 32% .... clobbering the flat returns of both the Dow Jones

Utilities and the Dow Industrials ($lNDU)_ One of waters key long-term value

drivers as an investment, according to Dickerson: Demand is not affected by

inflation, recession, interest rates or changing tastes.

Related Articles

W_rir\{; profits from the
cominrx water sQQtia~%

SuperModels

Recent articles:
» Stog uter likes

enerqv 8.nQI_Lnore in '05,
1/5/2005

My 12 bggggprises for
2005 ,12/29/2004

aHey, Modelman! Tung
in to 844; 12/22/2004

More...

Virtually all of the U.S. water utility stocks are regulated by states and counties,

which makes them pretty dull. Governmental entities typically give utilities a

monopoly in a geographic region, then set their profit margin a smidge above

costs. Just about the only distinguishing factor among them are the growth rates

of their regions and their ability to efficiently manage their underground pipe and

pumping infrastructure. Among the best are Aqua America (WTR, news, mags)

of Philadelphia, Southwest Water (QWWC, news, mags) of Los Angeles,

(QWT, news, ms s), based in San Jose, Calif.,

news, mos) of San Dimas, Calif.

California Water Service Group
and American States Water (AWR,

In a moment, III offer a couple of potentially more impactful ways to invest in

water, but first lets look a little more broadly at world demand.

Aquifers in India are being sucked dry
The tsunami has focused attention on water demand in South Asia -- and its a

good thing, as it was already reaching critical status in rural areas. Several

decades ago, farmers in the Indian state of Gujarat used oxen to haul water in

buckets from a few feet below the surface. Now they pump it from 1,000 feet

below the surface. That may sound good, but they have been drawing water from

the earth to feed a mushrooming population at such a terrific rate that ancient

aquifers have been sucked dry -- turning once-fertile fields slowly into sand.

According to New Scientist magazine, farmers using crude oilfield technology in

India have drilled 21 million "tube wells" into the strata beneath the fields, and

every year millions more wells throughout the region -- all the way to Vietnam ....

are being dug to service water-needy crops like rice and sugar cane. The

magazine quoted research from the annual Stockholm Water Symposium that the

pumps that transformed Indian farming are drawing 200 cubic kilometers of

water to the surface each year, while only a fraction is replaced by monsoon

http ://moneycentral .msn.com/content/P102152 .asp'?Printer

m l
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rains. At this rate, the research suggested, groundwater supplies in some areas

will be exhausted in five to 10 years, and millions of Indians will see their

farmland turned to desert.

In China, the magazine reported, 30 cubic kilometers more water is being

pumped to the surface each year than is replaced by rain -- one of the reasons

that the country has become dependent on grain imports from the West. This is

not just an issue for agriculture. Earlier this year, the Indian state of Kerala

ordered the Pepsico (PEP, news, nisus) and Coca-cola (KO, news, mags)

bottling plants closed due to water shortages, costing the companies millions of

dollars.

In this country, shareholder activists already are lobbying companies to share

water-dependency concerns worldwide with their stakeholders in their financial

statements.

Water, water everywhere, but ...

The central problem is that less than 2% of the worlds ample store of water is

fresh. And that amount is bombarded by industrial pollution, disease and cyclical

shifts in rain patterns. Its increasing scarcity has impelled private companies and

countries to attempt to lock up rights to key sources. In an article last month, the

Christian Science Monitor suggested that the next decade may see a cartel of

water-exporting countries rivaling the Organization of Petroleum Exporting

Countries for dominance in the world economy.

"Water is blue gold; it's terribly precious," Maude Barlow, chair of the Council of

Canadians, told the Monitor. Not too far in the future, we're going to see a move

to surround and commodity the world's fresh water. Just as they've divvied up

the world's oil, in the coming century, there's going to be a grab."

Besides the domestic water utilities listed above -- and similarly plodding foreign

utilities such as United Utilities (UU, news, m s s) of the United Kingdom, which

sports a 6.9% dividend yield, and Suez (SZE, news, mags) of France -- investors

interested in the sector can consider a number of variant plays. none are

extremely exciting, but my guess is that, over the next few years, some more

interesting purification technologies will emerge, along with, perhaps, a vibrant

attempt at worldwide industry consolidation.

One current idea is Tennessee-based copper pipe and valve maker Mueller

Industries (MLI, news, FHSQS), a $1 billion business with a trailing price/earnings

multiple of 15 that is still not expensive despite a 47% run-up in the past year.

Its leading outside investor is Berkshire Hathaway (BRKJ , news, mscls), the

http://moneycentral.msn.com/contenVP102152.asp?Printer 9/1 1/2007



Inves t in the  coming globa l wa te r shortage  - MS N Money

Fine Print

Dickerson runs a hedge fund in San Diego strictly focused on water investing, the

Summit Water Equity Fund... To learn more about Southwest Water, Qlisk here.

... To learn more about California Water Service Group, which runs systems in

New Mexico, Hawaii and Washington State, as well as California, click here . . . .

To learn more about American States Water, click here... To learn more about

Mueller, click here, and, for Consolidated Water, click here.... Seems like talk is

cheap. Since mid-December, the value of the company radio personality Howard

Stern is leaving, Viacom (VIA.B, news, sis), has risen 9% while the value of

the company hes headed to, Sirius Satellite Radio (SIRI, news, mags), is down

13.50/0.... For background on the Kobe earthquake, approaching its 10th

anniversary, click here and here.

Another is flow-control products maker Watts Water

Technologies ( LS, news, m s s), which is a little richer at a $975 million

market cap and a trailing P/E multiple of 19, but is still owned by several leading

value managers, including Mario Gabelli.

Jon D. Mark ran /s publisher of Stock Tesctics Advisor, an independent weekly

investment newsletter, as well as senior strategist and portfolio manager at

Pinnacle Investment Advisors, While he cannot provide personalized investment

advice or recommendations, he welcomes column critiques and comments at

jon.merf<man@qrnas'f.com, put COMMENT in the subject line. At the time of

publication he held positions in the following stocks mentioned in this column:

Coca-Cola.

Of course, there is one other benefit to water investing: When these companies

say there going to do a dilutive deal, its not something to worry about.

And possibly the most interesting is Consolidated Water (QNCQ,

a $160 million company based in the Cayman Islands that specializes in

developing and operating ocean-water desalinization plants and water-

distribution systems in areas where natural supplies of drinking water are scarce,

such as the Caribbean and South America. It currently supplies water to Belize,

Barbados, the British Virgin Islands and the Bahamas, and it has expansion

plans. It is the most expensive, but it may also have the greatest growth

prospects. Of all of these, it is up the most over the past five years, a relatively

steady ass%.

investment vehicle of legendary investor Warren Buffett.

n@v\;§, 33599,

Page  4 of 5
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Rehearing Testimony of Rodney L. Moore
Gold Canyon Sewer Company
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1 INTRODUCTION

2

3

Please state your name for the record.

My name is Rodney Lane Moore.

4

5

6

Have you previously filed testimony regarding this docket?

Yes, I have. I filed direct testimony in this docket on June 16, 2006, and

7 subsequently filed surrebuttal testimony on August 30, 2006.

8

9

10

11

12

13

What is the purpose of your rehearing testimony?

My rehearing testimony will reaffirm RUCO's position to disallow an

appropriate level of "excess capacity" in the Gold Canyon Sewer

Company's ("GCSW") Water Reclamation Facility ("WRF") Phase 3

Expansion.

14

15 For the reasons stated in my direct and surrebuttal testimonies, RUCO is

16

17

maintaining the same recommendation that the existing ratepayers should

not be burdened with 28.05 percent of the costs or $1,867,723 of the

18

19

20

treatment plant expansion.

Moreover, I will provide updated information to demonstrate that RUCO's

recommended level of excess capacity exceeds projections at the time of

21 this Rehearing.

22

23

A.

Q.

A.

Q.

A.

Q.

1
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1 DISALLOWANCE OF EXCESS PLANT CAPACITY

2

3

4

5

6

7

8

9

10

11

12

Please provide a review of RUCO's adjustment to delay the Company's

recovery of a portion of the costs associated with Gold Canyon Sewer

Company's ("GCSW") Water Reclamation Facility ("WRF") Phase 3

Expansion.

RUCO's adjustment consists of two elements. First, RUCO quantified the

portion of the Water Reclamation Facility that was not being utilized during

the test year, thus deemed unused capacity and fails to meet the used

and useful rate raking principle. Second, RUCO determined an adequate

level of reserve margin to provide sufficient capacity and redundancy to

protect the Company and ratepayers from unpredicted higher than

projected wastewater flows .

13

14

15

16

17

18

19

20

21

22

Please explain how RUCO quantif ied the level of unused capacity in its

direct testimony?

Please refer to the chart in Exhibit A attached to my rehearing testimony.

This chart  was compiled from information obtained from the Company.

Columns A and B represents data filed in this application. Columns C and

D represent  pro jec t ions  as  prov ided by the Company in response to

RUCO's data request 2.06. Column E is the percentage of excess f low

capacity available. Columns C, D and E are projections, while Columns F,

G and H are actual figures gleaned from the Company's Annual Reports.

23

A.

Q.

A.

Q.

2
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1 Line 4 under column D, indicates that at the end of 2005 the influent flow

2

3

4

5

rate at the Gold Canyon Sewer Company's Water Reclamation Facility

was 0.708 million gallons per day ("MGD") out of a maximum capacity of

1.9 MGD (column B). This indicates that 62.74 percent (column E) of the

total capacity in the new treatment plant is in excess of the test-year

6 ratepayers' needs.

7

8

However, to incorporate a "reserve margin"

component I selected the projected flow rate at the end of 2008 of 1.367

MGD (line 7, column D). By choosing the projected 2008 flow rate with its

9

10

calculated excess capacity of 28.05 percent (column E), RUCO had

selected a reasonable determinant to calculate the percentage of excess

11 capacity at this wastewater treatment plant.

12

13

14

15

16

17

18

19

How much of a "reserve margin" would RUCO's adjustment allow?

RUCO's adjustment provides a reserve margin equal to three years of

projected growth, based on the Company's projections.

RUCO maintains that the 2008 end of the year projected additional usage

represented a sufficient reserve margin to cover any contingencies of

unforeseen treatment requirements.

Thus, RUCO's second element to this adjustment incorporates a reserve

20 margin of 26.19 percent:

21

22

23

24

Actual Test Year Unused Capacity

Excess Capacity To Be Removed From Rate Base

Projected Reserve Margin

54.24 percent

-28.05 percent

26.19 percent

A.

Q.

3



Rehearing Testimony of Rodney L. Moore
Gold Canyon Sewer Company
Docket No. sw-02519A-06-0015

1 Please summarize RUCO's excess capacity adjustment.

2 RUCO recommends 28.05 percent of the net costs of the W ater

3 Reclamation Facility plant expansion be deemed excess capacity and

removed from rate base.4

5

6

RUCO based its recommended 28.05 percent excess capacity, very

conservatively, on the year-end 2008 projected flow rate as estimated by

7

8

9

10

11

the Company.

RUCO maintains that the Company's estimate of the 2008 year-end

average monthly flow rate is a reasonable criteria in determining the 28.05

percentage of excess capacity in Gold Canyon's wastewater treatment

facility.

/ 12

13

14

Does the passage of time and/or the acquisition of updated known and

measurable wastewater flow data reinforce RUCO's adjustment?

15 Yes. Since RUCO made its recommendation in testimony filed on June

16 16, 2006, growth in the Company's service territory has slowed

17

18

19

20

dramatically, making the Company's earl ier projection of capacity

necessary to serve customers in 2008 even more conservative.

For example, the Company's projected 2008 wastewater flow was based

on 401 additional connections in 2006; whereas, the actual new number of

21 customers in 2006 was only 31 .

22

A.

Q.

A.

Q.

4
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1 Furthermore, the Company projected 2008 wastewater flow was based on

2 another 430 additional connections in 2007. But considering the current

3 downturn in the real estate market it seems highly unlikely the Company

4 will connect anywhere close to 430 customers during 2007 when it only

5 connected 31 in 2006.

6

7

8

9

10

11

12

13

Additionally, the Company projected 2008 wastewater flow was based on

yet another 461 connections in 2008, RUCO's very conservative

calculation of a 28.05 percent excess capacity is still based on and

quantified by the Company's unrealistic projection to connect 1,292 post

test year customers by the end of 2008.

In it's Reply Brief prior to Decision No. 69664, the Company indicated it

projected that it would utilize all the plant capacity within five years (by

201011.

14

15

16

17

18

19

However, to meet that projection would require 2,490 new connections in

the next four years, compared to the actual new connections over the

previous four years of 1,490.

Thus, an argument could be made that use of the now-outdated projection

of 2008 customer levels results in an overly generous reserve margin and

a larger adjustment could be made than the one l am proposing.

20

21

22

1 Gold Canyon Sewer Company's Reply Brief page 24, line 21

5



Rehearing Testimony of Rodney L. Moore
Gold Canyon Sewer Company
Docket No. SW-02519A-06-0015

1 Have you prepared a Schedule to quantify RUCO's recommendation to

2 remove excess capacity from test-year rate base?

3 Yes. As shown on Schedule REH'G RLM-2, column (C), this adjustment

4 decreases authorized test-year rate base by:

5 ($1 ,867,723).

6

7 TYPICAL BILL IMPACTS

8

g

Have you prepared a Schedule presenting a typical bill analysis for each

of RUCO's recommendations in this Rehearing?

10

11

12

13

14

Yes, as shown on Schedule REH'G RLM-8, pages 1 through 3, I designed

a typical bill analysis based on the rate design authorized for Gold Canyon

by the Commission in Decision No. 69664 and showing the customer

impact for different scenarios resulting from the acceptance or rejection of

RUCO's recommendations in whole or in part.

15 As shown on Schedule REH'G RLM-1, column A, Decision No. 69664

16 resulted in a revenue increase of approximately a 72 percent. This

17 Decision authorized a rate increase from an original residential monthly bill

18 of $35.00 to $60.55.

19

20

21

22

23

Page 1 of Schedule REH'G RLM-8 illustrates a revenue level and bill

analysis for an adjustment that only accepts RUCO's adjustment to cost of

capital, including both capital structure and cost of equity. Adoption of this

adjustment would result in approximately a 53 percent rate increase from

an original residential monthly bill of $35.00 to $53.84.

I

A.

A.

Q.

Q.

6



Rehearing Testimony of Rodney L. Moore
Gold Canyon Sewer Company
Docket No. SW-02519A-06-0015

1

2

3

4

5

6

7

8

9

Page 2 of Schedule REH'G RLM-8 illustrates a revenue level and bill

analysis for an adjustment that only accepts RUCO's adjustment

disallowing excess capacity. Adoption of this adjustment would result in

approximately a 57 percent rate increase from an original residential

monthly bill of $35.00 to $55.22.

Page 3 of Schedule REH'G RLM-8 illustrates a revenue level and bill

analysis for an adjustment that accepts both of RUCO's adjustments.

Adoption of these adjustments would result in approximately a 40 percent

rate increase from an original residential monthly bill of $35.00 to $48.91 .

10

11 Does this conclude your rehearing testimony?

12 Yes, it does.A.

Q.

7



EXHIBIT A

Gold Canyon Sewer Company
Docket No. SW-02519A-06-0015
Test Year Ended October 31, 2005 Exhibit A

PLANT CAPACITY, PROJECTIONS AND ACTUAL FLOWS

(A) (C) (D) (E) (F) (G) (H)
PROJECTIONS ACTUALS

LINE
n o .

1

2

3

4

5

6

7

8

9

10

11

YEAR
2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

2012

(B)
PLANT

CAPACITY
FLOW *

1.0

1.0

1.0

1.9

1.9

1.9

1.9

1.9

1.9

1.9

1.9

RUCO DATA REQUEST 2.06
CUST. FLOW * EXCESS
3,908 0.446 55.40%

4,463

4,915

5,508

5,909

6,339

6,801

7,296

7,827

8,397

9,008

0.536 46.40%

0.601 39.900/o

0.708 62.74%

1.196 37.05%

1 .283 32.47%

1.367 28.05%

1.467 22.79%

1.574 17.16%

1.688 11.16%

1.81 1 4.68%

PER ANNUAL REP
CUST. FLOW *
3,908 0.569

4,463 0.736

4,915 0.899

5,306 0.869

5,337 0.824

N/A N/A

N/A N/A

N/A N/A

N/A N/A

N/A N/A

N/A N/A

ORTS
EXCESS
43.08%

26.41 %

10.10%

54.24%

56.63%

N/A

N/A

N/A

N/A

N/A

N/A

NOTES:
* "FLOW" Rates In Columns (B), (D) And (G) Are Expressed In Million Gallons Per Day ("MGD").

Data Recorded In This Chart Are "End-Of-The-Calendar-Year" Values,
While the Actual Test Year In This Case Is Recorded As 10/31/2005 (An immaterial Difference).

References:
Column

(B): Gold Canyon Sewer Company Water Reclamation Facility ("GCSC WRF")
Is Designed To Accommodate A Maximum-Month Average Day Flow ("ADF")
Of 1.9 Million Gallons Per Day ("MGD"). ADF Is Calculated By Determining
The Month Of The Year With The Greatest Total Flow And Dividing That Total By
The Number Of Days In That Peak Month Expressed In Millions of Gallons Per Day.

(C) & (D):Provided By The Company In Its Response To RUCO Date Request 2_06.
(E):The Percentage Of Excess Capacity Is The Difference Between the Projected ADF

In Column (D) And The CGSC WRF's Maximum Capacity In Column (B).

L

(F) & (G):Provided By The Company In Its Yearly Filed Annual Reports.
(H):The Percentage Of Excess Capacity Is The Difference Between the Actual ADF

In Column (G) And The CGSC WRF's Maximum Capacity in Column (B).
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Gold Canyon Sewer Company
Docket No. SW-02519A-06-0015
Test Year Ended October 31, 2005

REHEARING
TABLE OF CONTENTS TO RLM SCHEDULES

SCHEDULE
NO.

PAGE
no. TITLE

REH'G RLM-1 1 REVENUE REQUIREMENT

REH'G RLM-2 1 SUMMARY OF ORIGINAL COST RATE BASE ADJUSTMENTS

REH'G RLM-4 1 OPERATING INCOME

REH'G RLM-5 1 SUMMARY OF OPERATING INCOME ADJUSTMENTS

REH'G RLM-8 1 TO 3 RATE DESIGN AND PROOF OF RECOMMENDED REVENUE FOR THREE OPTIONS OF RUCO ADJUSTMENTS



$ 1,424 659$ 1 ,328,055
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Gold Canyon Sewer Company
Docket No. SW-02519A-06-0015
Test Year Ended October 31, 2005

Schedule REH'G RLM-1
Page 1 of 1

REHEARING
REVENUE REQUIREMENT

LINE
no. DESCRIPTION

(A)
DEC. NO.

69664
OCRB/FVRB

(B)
RUCO ADJMT'S

ONLY TO
COST OF CAP.

(C)
RUCO ADJMT'S

ONLY TO
EXCESS CAP.

(D)
RUCO ADJMT'S
EXCESS CAP. &
COST OF CAP.

1 Fair Value Rate Base $ 15,725,787 $ 15,725,787 $ 13,858,064 $ 13,858,064

2 Adjusted Operating Income (Loss) is 342,167 $ 527,542 $ 400,186 $ 580,984

3 CurrentRate Of Return (L2 / L1) 2.18% 3.35% 2.89% 4.19%

4 Required Operating Income (L5XL1) $ 1 ,446,772 $ 1,342,982 $ 1,274,942 $ 1,183,479

5 Required ROR On FVRB 9.20% 8.54% 9.20% 8.54%

6 Operating Income Deficiency (L4 - L2) $ 1,104,605 $ 815,440 $ 874,756 $ 602,495

7 Gross Rev. Conv. (REH'G RLM-1, Pg 2) 1.6286 1.6286 1.6286 1.6286

8 Increase In Gross Rev. Reqm't (L7X Le) l$ 1,798,999 I I s 981,244 I

9 Adjusted Test Year Revenue $ 2,496,380 $ 2,496,380 $ 2,496,380 $ 2,496,380

10 Proposed Annual Revenue (L8 + L9) $ 4,295,379 $ 3,824,435 $ 3,921,039 $ 3,477,624

11 Req'd Percentage lncr. In Rev. (LB /LE) 72.06% 53.20% 57.07% 39.31%

12 Rate Of Return On Common Equity 9.20% 8.60% 9.20% 8.60%

References:
Column (A): Decision No. 69664, Pages 29 and 30
Columns (B) (C) (D): RUCO Workpapers, Schedule REH'G RLM-2 And REH'G RLM-4, And Rehearing Testimony Of William A. Rigsby
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Gold Canyon Sewer Company
Docket No. SW-02519A-06-0015
Test Year Ended October 31, 2005

Schedule REH'G RLM-2
Page 1 of 1

REHEARING
SUMMARY OF ORIGINAL COST RATE BASE ADJUSTMENTS

(A)

LINE
no.
1

DESCRIPTION
Gross Utility Plant In Service $

DEC. no. 69664
OCRB/FVRB

21 ,033,564

(B)
RUCO

ADJUSTMENT
EXCESS CAP.

$ (2,901 ,i-305) $

(C)
RUCO

REHEARING
OCRB/FVRB

18,131 ,959

2
3

Accumulated Depreciation
Net Utility Plant In Service (LI + L2) $

(1,269,431)
19,764,133 $

36,270
(2,865,335) $

(1 ,233,161)
16,898,798

4 Advances In Aid Of Const. $ (2,064,125) $ $ (2,064,125)

5
6
7

$ $ $
$
$

Contribution In Aid Of Const.
Accumulated Amortization Of CIAC

NET CIAC (L5 + LE) $

(1,827,557)
138,788

(1,688,769) $

77,285
(966)

76,319

(1,750,272)
137,822

(1,612,450)

8 Customer Meter Deposits $ (30,769) $ $ (30,769)

9 Accummulated Deferred Income Tax $ (254,681) $ 921,293 $ 666,612

10
11
12
13
14
15

Working Capital:
1/8 Oper. & Mains. Exp.
1/24 Pumping Power
1/24 Purchased Treatment
Materials And Supplies Inventories
Prepayments

Working Capital (Sum LB Thru L12)

$ 58 $

16 TOTAL RATE BASE (Sum L's 3, 4, 7, 8 814)

$
$
$

(2)
15,725,787

$

$ (1,867,723)

$
$
$

(2)
13,858,064

References: Column (A): Decision No. 69664
Column (B): Adjustment To Disallow Excess Capacity (RLM Workpapers REH'G RLM-3, Pages 1 & 2)
Column (C): Sum Of Columns (A) And (B)
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Gold Canyon Sewer Company
Docket No. SW-02519A-06-0015
Test Year Ended October 31, 2005

Schedule REH'G RLM-4
Page 1 of 1

REHEARING
OPERATING INCOME

(A) (B)
RUCO

REHEARING
ADJM'TS

(C)
RUCO

REHEARING
AS ADJUSTED

(D)
RUCO

PROPOSED
CHANGES

(E)
RUCO

AS
RECOMM'D

LINE
n o . DEC. n o . 69664

1
2
3
4

$ 2,451,576 $ $ 2,451,576 $ 981 ,244 $ 3,432,820

$
44,804

2,496,380 $ $
44,804

2,496,380 $ 981,244 $
44,804

3,477,624

$ $ $ $
6,159

44,737
107,040

6,159
44,737

107,040

6,159
44,737

107,040

63,590
11,394
22,068
1 1,655

441,702

63,590
11,394
22,068
11,655

441,702

63,590
1 1,394
22,068
1 1,655

441,702

35,925
6,293

18,680
17,500
35,325

901,223 (126,723>

35,925
6,293

18,680
17,500
35,325

774,500

35,925
6,293

18,680
17,500
35,325

774,500

5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26

DESCRIPTION
Revenues:

Flat Rate Revenues
Miscellaneous Service Revenues
Other Wastewater Revenues
TOTAL OPERATING REVENUE

Operating Expenses:
Salaries And Wages
Purchased Wastewater Treatment
Sludge Removal Expense
Purchased Power
Fuel For Power Production
Chemicals
Materials And Supplies
Contractual Services - Professional
Contractual Services - Testing
Contractual Services - Other
Repair And Maintenance
Rents
Transportation Expenses
Insurance
Regulatory Commission Expense
Miscellaneous Expense
Depreciation Expense
Taxes Other Than Income
Property Taxes
Income Tax
TOTAL OPERATING EXPENSES
OPERATING INCOME (LOSS)

$
5

248,055
182,867

2, 154,214
342,166

$
(112,095)
(238,817) $

8

248,055
70,772

1,915,396
580,984

$
378,749
378,749 $

$

248,055
449,522

2,294,148
1,183,479

EXPLANATION OF RUCO'S ADJUSTMENTS

Adjustment To Depreciation Expense:
This adjustment is a companion to the disallowance of excess capacity in the wastewater treatment plant,

Adjustment To Income Taxesl
This adjustment reflects income tax expenses calculated on RUCO's recommended revenues and expenses.

References:
Column (A): Decision No. 69664
Column (B): RLM Workpapers REH'G RLM-5, Columns (B) Thru (D)
Column (C): Column (A) + Column (B)
Column (D): RLM Workpapers REH'G RLM-1, Page 2
Column (E): Column (C) + Column (D)
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Gold Canyon Sewer Company
Docket No. SW-02519A-06-0015
Test Year Ended October 31, 2005

Schedule REH'G RLM-5
Page 1 of 1

REHEARING
SUMMARY OF OPERATING INCOME ADJUSTM ENTS

COMPANY'S POST HEARING POSITION AND RUCO ADJUSTMENTS

(A) (B)
ADJ
#1

(C)
ADJ
#2

(D)
ADJ
#3

(E)
ADJ
#4

(F)
ADJ
#5

(G)
RUCO

AS ADJUSTED
LINE
no. DEC. NO, 69664

1
2
3
4

$ 2,451,576 $ $ $ $ $ $ 2,451,576

$
44,804

2,496,380 $ $ $ $ $ $
44,804

2,496,380

$ $ $ $ $ $ $
6,159

44,737
107,040

6,159
44,737

107,040

63,590
11,394
22,068
11,655

441 ,702

63,590
11,394
22,068
11,655

441,702

5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

DESCRIPTION
Revenues:

Flat Rate Revenues
Misc. Service Rev.
Other WW Rev.
TOTAL OPR'G REV.

Operating Expenses:
Salaries And Wages
Purch'd WW Treat.
Sludge Removal Exp.
Purchased Power
Fuel - Power Prod.
Chemicals
Materials & Supplies
Cont. Ser. - Prof.
Cont. Ser. - Testing
Cont. Ser. - Other
Repair And Mai ft.
Rents
Transportation Exp.
Insurance
Reg. Comm. Exp.
Misc. Expense
Dep. Expense
Taxes Other Than inc
Property Taxes
income Tax

35,925
6,293

18,680
17,500
35,325

901,223 (126,723)

35,925
6,293

18,680
17,500
35,325

774,500

248,055
182,867

248,055
70,772

25 TOTAL OPR'G EXP. $ 2,154,214 $ $ $(126,723) $

(112,095)

$(112,095) $ 1,915,396

26 OPR'G inc. (Loss) $ 342,166 $ 580,984

REFERENCE:

REH'GRLM-6

ADJUSTMENTS:
1 - intentionally Left Blank
2 - intentionally Left Blank
3 - Test-Year Depreciation Expense
4 - intentionally Left Blank
5 - Income Tax REH'G RLM-7



Gold Canyon Sewer Company
Docket NO. SW-025t9A-06-0015
Test Year Ended October 31, 2005

Schedule REH'G RLM-8
Page 1 of 3

REHEARING
RUCO RECOMMENDED REVENUE FOR ADJUSTMENT TO THE COST OF CAPITAL ONLY

RATE DESIGN AND PROOF OF RECOMMENDED REVENUE

(A) (B) (C)

LINE
no. DESCRIPTION

ORIGINAL
RATES

DECISION
no. 69664

RUCO
PROPOSED

(D)
RUCO

PRECENTAGE
INCREASE

MONTHLY FLAT RATE CHARGE

1
2
3

CLASSES OF SERVICE
Residential
Residential (<700 SF) Per Dwelling
Residential (HOA'S)

$
$
$

35.00
19.09
31.82

$
$
$

60.55
33.03
55.05

$
$
$

53.84
29.37
48.95

53.84%
53.86%
53.85%

4 0.175 0.303 0.269 53.85%

5

Commercial, Per ADEQ Bulletin 12

Effluent Sales, Per 1,000 Gallons

$

$ 0.391

$

$ 0.786

$

$ 0.699 78.76%

PROOF OF RECOMMENDED REVENUE

(A) (B)
ANNUALIZED
CUSTOMER

LEVELDESCRIPTION
AVERAGE

GALLONAGE

(C)
RUCO

PROPOSED
MONTHLY RATES

(D)
RUCO

PROPOSED
REVENUE

6
7
8

FLAT RATE CHARGES
Residential
Residential (<700 SF) Per Dwelling
Residential (HOA'S)

5,016
259
202

$
$
$

53.84
29.37
48.95

$ 3,241 ,017
91 ,289

118,664

g Commercial, Per ADEQ Bulletin 12 25 0.269

10 Effluent Sales, Per 1,000 Gallons

40,458

2,382,750 3

$

$ 0.699 $

274,132

56,625

11 TOTAL ANNUALIZED WASTEWATER REVENUE Sum Of Lines 6 Thru 10 $ 3,/81,/'26

MISCELLANEOUS REVENUES

12
13
14

Miscellaneous Revenues
Other Wastewater Revenues

TOTAL MISCELLANEOUS REVENUE

Company Workpapers

Sum of L's 12 & 13

44,804
(2,095)
42,709

15 TOTAL PROPOSED OPERATING REVENUE (See RLM WP's "Option 2") Sum of L's 11 a 14

$

s

s 3,824,435

16
17

Required Revenue
Difference

As Per RLM Workpapers "Option 2" REH'G RLM-1, Page 1 , Column (B), Line 10
Line 15 .. Line 16

3,824,435
0$



Gold Canyon Sewer Company
Docket No. SW-02519A-06-0015
Test Year Ended October 31, 2005

Schedule REH'G RLM-8
Page 2 of 3

REHEARING
Ruco RECOMMENDED REVENUE FOR ADJUSTMENT FOR EXCESS CAPACITY ONLY

RATE DESIGN AND PROOF OF RECOMMENDED REVENUE

(A) (B) (C)

LINE
no. DESCRIPTION

ORIGINAL
RATES

DECISION
no. 69664

RUCO
PROPOSED

(D)
RUCO

PRECENTAGE
INCREASE

MONTHLY FLAT RATE CHARGE

1

2

3

CLASSES OF SERVICE
Residential
Residential (<700 SF) Per Dwelling
Residential (HOA'S)

$
$
$

35.00
19.09
31.82

$
$
$

60.55
33.03
55.05

$
$
$

55.22
30,12
50,20

57.77%
57.79%
57.78%

4 Commercial, Per ADEQ Bulletin 12 0.175 0.303 0.276 57.78%

5 Effluent Sales, Per 1,000 Gallons

$

$ 0.391

$

$ 0,786

$

$ 0.717 83.33%

PROOF OF RECOMMENDED REVENUE

(A) (B)
ANNUALIZED
CUSTOMER

LEVEL

(C)
RUCO

PROPOSED
MONTHLY RATES

(D)
RUCO

PROPOSED
REVENUEDESCRIPTION

AVERAGE
GALLONAGE

6
7
8

FLAT RATE CHARGES
Residential
Residential (<700 SF) Per Dwelling
Residential (HoA's)

5,016
259
202

$
$
$

55.22
30.12
50.20

$ 3,323,809
93,621

121,695

9 25 0.276

10

Commercial, Per ADEQ Bulletin 12

Effluent Sales, Per 1,000 Gallons

40,458

2,382,750 3

$

$ 0.717 $

281,135

58,071

11 TOTAL ANNUALIZED WASTEWATER REVENUE Sum Of Lines 6 Thru 10 s 3,878,331

MISCELLANEOUS REVENUES

12
13
14

Miscellaneous Revenues
Other Wastewater Revenues

TOTAL MISCELLANEOUS REVENUE

Company Workpapers

Sum of L's 12 & 13

44,804
(2,095)
42,709

15 TOTAL PROPOSED OPERATING REVENUE (See RLM Wp's "Option 3") Sum OfL's 11 & 14

$

s

s 3,921,039

16
17

Required Revenue
Difference

As Per RLM Workpapers "Option 3" REH'G RLM-1, Page 1, Column (B), Line 10
Line 15 - Line 16 $

3,921,039
0



Gold Canyon Sewer Company
Docket No. SW-02519A-06-0015
Test Year Ended October 31, 2005

Schedule REH'G RLM-8
Page 3 of 3

REHEARING
RUCO RECOMMENDED REVENUE FOR ADJUSTMENTS TO BOTH EXCESS CAPACITY AND COST OF CAPITAL

RATE DESIGN AND PROOF OF RECOMMENDED REVENUE

(A) (B) (C) (D)
RUCO

PRECENTAGE
INCREASE

LINE
no . DESCRIPTION

ORIGINAL
RATES

DECISION
no. 69664

RUCO
P ROP OS ED

MONTHLY FLAT RATE CHARGE

1
2
3

CLASSES OF SERVICE
Residential
Residential (<700 SF) Per Dwelling
Residential (HoA's)

$
$
$

35.00
19.09
31.82

$
$
$

60.55
33.03
55.05

$
$
$

48.91
26.68
44.46

39.73%
39.75%
39.74%

4 Commercial, Per ADEQ Bulletin 12 0.175 $ 0.303 0.245 39.74%

5 Effluent Sales, Per 1,000 Gallons

$

$ 0.391 $ 0.786

$

$ 0.635 62.37%

PROOF OF RECOMMENDED REVENUE

(A) (B)
ANNUAUZED
CUSTOMER

LEVEL

(C)
RUCO

PROPOSED
MONTHLY RATES

(D)
RUCO

PROPOSED
REVENUEDESCRIPTION

AVERAGE
GALLONAGE

6
7
8

FLAT RATE CHARGES
Residential
Residential (<700 SF) Per Dwelling
Residential (HoA's)

5,016
259
202

$
$
$

48.91
26.68
44.46

$ 2,943,793
82,917

107,782

g Commercial, Per ADEQ Bulletin 12 25 0.245

10 Effluent Sales, Per 1,000 Gallons

40,458

2,382,750 3

$

s 0.635 $

248,992

51,432

11 TOTAL ANNUAUZED WASTEWATER REVENUE Sum Of Lines 6 Thru 10 $ 3,434,916

MISCELLANEOUS REVENUES

12
13
14

Miscellaneous Revenues
Other Wastewater Revenues

TOTAL MISCELLANEOUS REVENUE

Company Workpapers

Sum of L's 12 & 13

$

$

44,804
(2,095)
42,/U9

15 TOTAL PROPOSED OPERATING REVENUE (See RLM Wp's "As Filed") Sum of L's 11 & 14 3,4//,624

As Per REH'G RLM-1, Page 1, Column (B), Line 10
Line 15 - Line 16

3,477,624
0

16
17

Required Revenue
Difference $


